HIGHLIGHTS
OF THIS ISSUE

These synopses are intended only as aids to the reader in
identifying the subject matter covered. They may not be relied
upon as authoritative interpretations.

INCOME TAX

Rev. Rul. 97-8, page 4.

LIFO; price indexes; department stores. The Decem-
ber 1996 Bureau of Labor Statistics price indexes are
accepted for use by department stores employing the
retail inventory and last-in, first-out inventory methods
for valuing inventories for tax years ended on, or with
reference to, December 31, 1996.

T.D. 8700, page 5.

Final regulations under section 475 of the Code provide
guidance to enable taxpayers to comply with the mark-to-
market requirements applicable to dealers in securities.

T.D. 8701, page 23.

Final regulations provide rules for making the deemed
sale and deemed dividend elections under section 1291
of the Code.

T.D. 8707, page 17.

Final regulations under section 731 of the Code provide
rules for partnership distributions of marketable securi-
ties and for determining when those distributions are
taxable to the distributee partner.

REG-209040-88, page 34.

Proposed regulations under section 1295 permit certain
shareholders to make a special election, in lieu of the
election currently provided for under that section, for
certain preferred shares of a passive foreign investment
company (PFIC). A public hearing will be held on May 8,
1997.

REG-209817-96, page 41.
Proposed regulations under section 7701 of the Code
relate to the treatment of certain multiple-party financing

Finding Lists begin on page 59.

Announcement of Disbarments and Suspensions begins on page 57.

Bulletin No. 1997-7
February 18, 1997

transactions in which one party realizes income from
leases or similar agreements and another party claims
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Mission of the Service

The purpose of the Internal Revenue Service is to
collect the proper amount of tax revenue at the least
cost; serve the public by continually improving the

Statement of Principles
of Internal Revenue
Tax Administration

The function of the Internal Revenue Service is to
administer the Internal Revenue Code. Tax policy
for raising revenue is determined by Congress.

With this in mind, it is the duty of the Service to
carry out that policy by correctly applying the laws
enacted by Congress; to determine the reasonable
meaning of various Code provisions in light of the
Congressional purpose in enacting them; and to
perform this work in a fair and impartial manner,
with neither a government nor a taxpayer point of view.

At the heart of administration is interpretation of the
Code. It is the responsibility of each person in the
Service, charged with the duty of interpreting the
law, to try to find the true meaning of the statutory
provision and not to adopt a strained construction in
the belief that he or she is “protecting the revenue.”
The revenue is properly protected only when we as-
certain and apply the true meaning of the statute.

quality of our products and services; and perform in a
manner warranting the highest degree of public
confidence in our integrity, efficiency and fairness.

The Service also has the responsibility of applying
and administering the law in a reasonable,
practical manner. Issues should only be raised by
examining officers when they have merit, never
arbitrarily or for trading purposes. At the same
time, the examining officer should never hesitate
to raise a meritorious issue. It is also important
that care be exercised not to raise an issue or to
ask a court to adopt a position inconsistent with
an established Service position.

Administration should be both reasonable and
vigorous. It should be conducted with as little
delay as possible and with great courtesy and
considerateness. It should never try to overreach,
and should be reasonable within the bounds of law
and sound administration. It should, however, be
vigorous in requiring compliance with law and it
should be relentless in its attack on unreal tax
devices and fraud.



Introduction

The Internal Revenue Bulletin is the authoritative instru-
ment of the Commissioner of Internal Revenue for
announcing official rulings and procedures of the Inter-
nal Revenue Service and for publishing Treasury Deci-
sions, Executive Orders, Tax Conventions, legislation,
court decisions, and other items of general interest. It is
published weekly and may be obtained from the Superin-
tendent of Documents on a subscription basis. Bulletin
contents of a permanent nature are consolidated semi-
annually into Cumulative Bulletins, which are sold on a
single-copy basis.

It is the policy of the Service to publish in the Bulletin all
substantive rulings necessary to promote a uniform
application of the tax laws, including all rulings that
supersede, revoke, modify, or amend any of those
previously published in the Bulletin. All published rulings
apply retroactively unless otherwise indicated. Proce-
dures relating solely to matters of internal management
are not published; however, statements of internal
practices and procedures that affect the rights and
duties of taxpayers are published.

Revenue rulings represent the conclusions of the Ser-
vice on the application of the law to the pivotal facts
stated in the revenue ruling. In those based on positions
taken in rulings to taxpayers or technical advice to
Service field offices, identifying details and information
of a confidential nature are deleted to prevent unwar-
ranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not
have the force and effect of Treasury Department
Regulations, but they may be used as precedents.
Unpublished rulings will not be relied on, used, or cited
as precedents by Service personnel in the disposition of
other cases. In applying published rulings and proce-
dures, the effect of subsequent legislation, regulations,

court decisions, rulings, and procedures must be consid-
ered, and Service personnel and others concerned are
cautioned against reaching the same conclusions in
other cases unless the facts and circumstances are
substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on
provisions of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows:
Subpart A, Tax Conventions, and Subpart B, Legislation
and Related Committee Reports.

Part Ill.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and
Subparts. Also included in this part are Bank Secrecy
Act Administrative Rulings. Bank Secrecy Act Administra-
tive Rulings are issued by the Department of the
Treasury’s Office of the Assistant Secretary (Enforce-
ment).

Part IV.—Items of General Interest.

With the exception of the Notice of Proposed Rulemak-
ing and the disbarment and suspension list included in
this part, none of these announcements are consoli-
dated in the Cumulative Bulletins.

The first Bulletin for each month includes an index for
the matters published during the preceding month.
These monthly indexes are cumulated on a quarterly and
semiannual basis, and are published in the first Bulletin
of the succeeding quarterly and semi-annual period,
respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents U.S. Government Printing Office, Washington, D.C. 20402.



Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 472.—Last-in, First-out Rev. Rul. 97-8 methods for tax years ended on, or with
Inventories reference to, December 31, 1996.

The following Department Store In-  The Department Store Inventory Price
ventory Price Indexes for Decembeinndexes are prepared on a national basis
LIFO; price indexes; department 1996 were issued by the Bureau ofind include (a) 23 major groups of
stores. The December 1996 Bureau ofLabor Statistics on January 14, 1997departments, (b) three special combina-
Labor Statistics price indexes are acThe indexes are accepted by the Internalons of the major groups - soft goods,
cepted for use by department storeRevenue Service, under § 1.472-1(k) oflurable goods, and miscellaneous goods,
employing the retail inventory and last-the Income Tax Regulations and Revand (c) a store total, which covers all
in, first-out inventory methods for valu- Proc. 86—-46, 1986-2 C.B. 739, for ap-departments, including some not listed
ing inventories for tax years ended onpropriate application to inventories ofseparately, except for the following:
or with reference to, December 31department stores employing the retaitandy, foods, liquor, tobacco, and con-

1996. inventory and last-in, first-out inventory tract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS
(January 1941 = 100, unless otherwise noted)

Percent Change

Dec. Dec. from Dec. 1995
Groups 1995 1996 to Dec. 1996
1. Piece GOOdS . ... oot 532.6 538.7 1.1
2. Domestics and Draperies. . ... 633.5 636.6 0.5
3. Women’s and Children’'s Shoes...................... 625.6 646.0 3.3
4. Men's ShOes . ... ... i 891.0 894.2 0.4
5. Infants"Wear. . ........ . 635.6 616.8 -3.0
6. Women's Underwear ................ ... 521.6 527.1 1.1
7. Women's Hosiery . . .. ... 290.2 287.2 -1.0
8. Women’s and Girls’ Accessories. . ................... 559.9 556.4 -0.6
9. Women’s Outerwear and Girls"Wear ................. 407.1 404.4 -0.7
10. MensClothing. ... 602.1 610.8 1.4
11. Men’s Furnishings .......... ... i, 561.6 578.6 3.0
12. Boys’ Clothing and Furnishings ..................... 481.8 483.5 0.4
13, Jewelry ..o 978.1 965.3 -1.3
14, NOLIONS . ...t 773.6 779.4 0.7
15. Toilet Articles and Drugs. .. ......... oo 870.8 904.3 3.8
16. Furniture and Bedding.............. ... .. ... 669.0 664.6 -0.7
17. FIoor COVENNGS . .ttt 564.5 574.8 1.8
18. HOUSEWAIrES. . .ottt et e e 782.3 806.1 3.0
19. Major Appliances . ... 246.1 245.3 -0.3
20. Radioand Television ... ........ ..ot 79.1 78.1 -1.3
21. Recreation and Education ... ..........c.coouueun... 112.8 110.8 -1.8
22. Home Improvements. .............c.covviueennnn.. 123.7 132.2 6.9
23. AULO ACCESSOMNES . . o v oot e e 107.5 107.3 -0.2
Groups 1 -15:Soft Goods . ... 585.1 589.8 0.8
Groups 16 - 20: Durable Goods . .. ... 462.2 466.6 1.0
Groups 21 - 23: MisC. GOOAS . ... ..o 113.3 112.9 -04
Store Total. .. ... 543.7 547.4 0.7

1Absence of a minus sign before percentage change in this column signifies price increase.

2Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, tobacco, and contract
departments.

DRAFTING INFORMATION Assistant Chief Counsel (Income TaxMr. Michaels on (202) 622-4970 (not a
and Accounting). For further information toll-free call).

The principal author of this revenue ; . .
regarding this revenue ruling, contact

ruling is Stan Michaels of the Office of




Section 475.—Mark to Market respond to, a collection of informationdealer in securitiesand held for invest-

Accounting Method for Dealers in unless the collection of information dis-ment Various comments were received

Securities plays a valid control number. regarding those regulations, and a hear-

26 CFR 1.475(c)-1: Definitions—dealers in secu- The estimated annual burden pe'rng was held on Apr_il 12, 1994.

rities. recordkeeper regarding § 1.475(b)-2 Additional regulations were proposed
varies from .25 to 3 hours, dependingon January 4, 1995 (60 FR 397) (herein-

T.D. 8700 on individual circumstances, with anafter sometimes referred to as the 1995

estimated average of 1 hour. Sectiomroposed regulations), and on June 20,

DEPARTMENT OF THE TREASURY 1 475(b)-4 (formerly § 1.475(b)-2T),1996 (61 FR 31474) (hereinafter some-
Internal Revenue Service which permitted a taxpayer to add ortimes referred to as the 1996 proposed
26 CFR Parts 1 and 602 remove certain identifications on or be-regulations). The 1995 and 1996 pro-
fore January 31, 1994, does not imposposed regulations supplemented, and in
a recordkeeping burden into the futurea few cases revised, the 1993 proposed
The estimated burden per respondent iregulations. Hearings on the 1995 and
AGENCY: Internal Revenue Servicemaking the intragroup-customer electiorl996 proposed regulations were held on
(IRS), Treasury. in 88 1.475(c)-1(a)(3)(iii) varies from May 3, 1995, and October 15, 1996,
.25 to 1 hours, depending on individualrespectively.
circumstances, with an estimated aver- The final regulations in this document
age of .5 hours. generally adopt the 1993 proposed regu-
SUMMARY: This document contains fi-  Comments concerning the accuracy ofations, as revised by the 1995 and 1996
nal regulations providing guidance tothis burden estimate and suggestions fdroposed regulations, with certain
enable taxpayers to comply with thereducing this burden should be sent tghanges reflecting comments that were
mark-to-market requirements applicablehe Internal Revenue Service, Attn: received. These final regulations also
to dealers in securities. The RevenuéRS Reports Clearance Officer, T:FPadopt additional portions of the 1995
Reconciliation Act of 1993 amended thewashington, DC 20224, and to thef- Pproposed regulations. The sections that
applicable tax law. These regulationgice of Management and BudgetAttn: are not adopted at this time remain
provide guidance to dealers in securitiesDesk Officer for the Department of theproposed. o .
Treasury, Office of Information and The provisions governing mark to
Regulatory Affairs, Washington, DC market of debt instruments, which were
20503. proposed in January 1995, attracted sub-

Books or records relating to this col-Stantial comment. The IRS and Treasury

ection of information must be retainedintend to finalize those regulations in a

as long as their contents may becoméubstantially revised form in response to

For dates of applicability seeMaterial in the administration of anythose taxpayer comments.

§ 1.475(e)-1. internal revenue law. Generally, tax re- : -
©) turns and tax return information areEprananon of Provisions

FOR_FURTHER ~ INFORMATION " confidential, as required by 26 U.S.Cacquisition by a dealer of a security
CONTACT: Robert B. Williams at 6103. with a substituted basis
(202) 622-3960 or Jo Lynn Ricks at

Mark to Market for Dealers in
Securities

ACTION: Final and temporary regula-
tions.

DATES: These final regulations are ef-
fective December 24, 1996, except par
graph (a) of § 1.475(c)-1T is remove
effective December 24, 1996, and th
remainder of 8 1.475(c)-1T is remove
effective January 23, 1997.

(202) 622—3920 (not toll-free numbers)Background The final regulations adopt without
. o change the provisions in the 1995 pro-
SUPPLEMENTARY INFORMATION: This document contains final regula-posed regulations that provide rules for

Paperwork Reduction Act tions under section 475 (relating tosjtuations where a dealer in securities
mark-to-market accounting for dealers irreceives a security with a basis in its
The collection of information con- securities). Section 475 was added byands that is determined, in whole or in
tained in these final regulations has beeféection 13223 of the Revenue Reconcilipart, either by reference to the basis of
reviewed and approved by the Office ofation Act of 1993, Public Law 103-66,the security in the hands of the
Management and Budget in accordanc&07 Stat. 481, and is effective for alltransferor or by reference to other prop-
with the Paperwork Reduction Act (44taxable years ending on or after Decemerty held at any time by the dealer. In
U.S.C. 3507) under control numberber 31, 1993. these cases, section 475(a) applies only
1545-1496. Responses to this collection On December 29, 1993, temporanto post-acquisition gain and loss with
of information are required for a tax-regulations (T.D. 8505, [1994-1 C.B.respect to the security. That is, section
payer to obtain the benefit of an exemp152] 58 FR 68747) (hereinafter some-475(a) applies only to changes in value
tion from marking to market undertimes referred to as the temporary reguef the security occurring after its acqui-
section 475 for those securities (sedations) and cross-referenced proposesition. See section 475(b)(3). The char-
§ 1.475(b)-2) and for a consolidatedegulations (FI-72-93, 58 FR 68798)acter of the mark-to-market gain or loss
group of taxpayers to obtain the benefi{hereinafter sometimes referred to as this determined as provided under section
of treating inter-member transactions a4993 proposed regulations) were pub475(d)(3). The character of pre-
customer transactions for purposes dished to furnish guidance on severahcquisition gain or loss (that is, the
the definition of dealer in securities (theissues, including the scope of exempbuilt-in gain or loss at the date the
intragroup-customer election, § 1.475tions from the mark-to-market require-dealer acquires the security) and the
(c)-1(a)(3)(iii)). ments, certain transitional issues relatingime for taking that gain or loss into
An agency may not conduct or sponio the scope of exemptions, and theccount are determined without regard
sor, and a person is not required taneaning of the statutory termgecurity to section 475. The fact that a security
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has a substituted basis in the dealer’'squity interests in most related personthe taxpayer’s capacity as a dealer in
hands does not affect the security’s datand not just to persons controlled by thesuch securities. It was anticipated that
of acquisition for purposes of determin-taxpayer. Second, after considering varithis exception would apply only in rare
ing the timeliness of an identification ous comments received, the IRS proinstances. Commenters suggested an
under section 475(b). posed that this rule prohibiting markingeasing of the standard for establishing
a security to market should not apply ifthat a security was acquired other than

Scope of Exemptions From Mark-Totwo requirements are met: (1) the secuin the taxpayer’s capacity as a dealer in
Market Requirement rity is actively traded on a national such securities.

. . securities exchange or through an These suggestions are specifically re-
_ Section 475(b) exempts certain SeCUrijergealer quotation system: and (2) thgected in the final regulations set forth
ties from mark-to-market accounting Un-aynaver who marks owns less than &n § 1.475(b)-1(c). Instead, as described
der section 475(a). Among the exempterggicent of all shares or interests of thabove, to avoid uncertainty and ambigu-
securities are those held for investmenty e class. Comments were requestéty, the rule barring exemption from
and debt securities not held for saleaq 14 whether it is appropriate to allowmark-to-market treatment for certain no-
Section 1.475(b)-1(a) of the regulations, o quity interests in related parties taional principal contracts and derivative
like the temporary rule that preceded itye’marked to market, and, if so, whethesecurities applies unless the Commis-
provides that held for investment, asne nronosed limitations are the mossioner explicitly determines otherwise.
used in section 475(b)(1)(A), and noty,, ohriate ones. For securities acquired or entered into
held for sale, as used in section * after considering the comments re-before January 23, 1997, however, the
475(b)(1)(B), have the same meaningeejveq in response, the IRS and thdinal regulations continue the rule found
The regulations provide that both t€rmSpe gy have decided to adopt thén the temporary regulations.
refer to a security that is not held by a&,,\isions in the 1996 proposed regula- Commenters suggested that changes
taxpayer primarily for sale to customerjons with certain modifications. First, are needed to allow taxpayers that are
in the ordinary course of the taxpayer'spe general threshold above which evedealers in notional principal contracts
trade or business. By providing that &,qtively traded stock in a related partyand derivative securities (described in
security is held for investment (Or not,y ot be marked to market has beesection 475(c)(2)(D) or (E)) to identify
held for sale) if it is not held primarily jncreased from 5% to 15%. The 15%as exempt from mark-to-market treat-
for sale to customers in the ordinaryjmit however, includes shares held bottment a notional principal contract or
course of a trade or business, the regulgsy the dealer and by certain relatedierivative that is held as a hedge of a
tions adopt the concept of held forpsties Second, shares that a dealgosition that is not marked to market.
investment in section 1236(a). ThuSgcquires from a related party cannot be No change was made to the tempo-
under these regulations, a dealer ifnarked to market unless, after the timeary regulations to reflect these com-
securities may identify as held for in-yhey \vere acquired, both one full busi-ments because none was necessary. Sec-
vestment a security that it holds primayeqs gay has passed and there has ben 1.475(b)-1(c) limits exemptions
rily for sale to non-customers (for ex-gjgnificant trading in the security involv- only under section 475(b)(1)(A) (con-
ample, a trading security). The IRS angng nersons who are not related to theeming securities held for investment).
the Treasury believe that providing ag,payer. Section 1.475(b)-1(c) does not limit
single standard for purposes of Sections geciion 475(b)(3) applies when a seexemptions under section 475(b)(1)(C)
475 and 1236 is consistent with they rjr has been exempt from marking tolconcerning securities that are hedges of
purpose of section 475. These rulegn,rket and the exemption then ceases twon-mark-to-market positions). Although
apply to taxable years ending on or aftefyh, - Thys, changes in a security'she flush language at the end of section
December 31, 1993. . value that occur while section 475(a)475(b)(1) authorizes analogous regula-

The final regulations require a tax-does not apply are suspended. This rulery limitations on exemption under sec-
payer that identifies a security as exhas additional significance for certaintion 475(b)(1)(C), as of this time, no
empt from being marked to market tomembers of consolidated groups becausaich regulation has been issued or pro-
state (on its books and records) whetheg 1.1502-13(f)(6) disallows certainposed. Accordingly, if a dealer in no-
the security is, on the one hand, exempbsses recognized by members of cortional principal contracts or derivatives
as held for investment or not held forsolidated groups on common parenenters into a notional principal contract
sale or, on the other hand, exempstock if the loss is not taken intoor derivative as a hedge of a position
because it is a hedge of an item nojccount pursuant to section 475(a).  that is not marked to market, the dealer
subject to mark to market. This regula- The final regulations provide that,may properly identify it under section
tion applies to identifications made onexcept as determined by the Commis475(b)(1)(C) as exempt from mark-to-
or after July 1, 1997. sioner, notional principal contracts andmarket treatment.

The temporary and 1993 proposedierivative securities described in section In response to comments, the final
regulations provide that stock in a 50-475(c)(2)(D) or (E) that are held by aregulations expand the securities that a
percent-controlled subsidiary, and interdealer in those securities are not eligibléaxpayer may identify under section
ests in 50-percent-controlled partnerto be exempted from mark-to-market475(b)(1)(C) as exempt from mark-to-
ships and trusts, are deemed properlireatment as held for investment. market accounting. Under the final regu-
identified as held for investment and Under the temporary and 1993 prodations, a taxpayer can identify as ex-
thus are excluded from mark-to-markeposed regulations, however, an analoempt from mark-to-market treatment
accounting. The 1996 proposed regulagous barrier to exemption from mark-to-under section 475(b)(1)(C) a security
tions reproposed this rule with twomarket treatment did not apply if thethat hedges a position of another mem-
changes. First, the IRS believed that théaxpayer established unambiguously thdier of the taxpayer’s consolidated group
rationale for the rule applies equally tothe security was acquired other than irand meets the following three require-
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ments: the security is a hedging transadions that transactions with related perof intragroup transactions as customer or
tion within the meaning of § 1.1221-sons may be transactions with customensoncustomer transactions, provided the
2(b); the security is timely identified asfor purposes of section 475. In responseaxpayer had a reasonable basis for its
a hedging transaction under § 1.1221+0 comments, however, in § 1.475(c)treatment of the transactions and consis-
2(e) (including satisfaction of the re-1(a)(3) the final regulations provide bothtently applied that basis from year to
quirement that the hedged item be idena special rule for members of a consoliyear. In this regard, a taxpayer does not
tified); and the security hedges adated group and an election for the ruldail this consistency requirement solely
position that is not marked to marketnot to apply. If the special rule applies,because it changed its treatment of its
under section 475(a). Although identifi-then, solely for purposes of determiningntragroup transactions in order: (1) to
cation of the hedged item is not requiredvhether the taxpayer meets the definiavail itself of the separate-entity election
under § 1.1221-2 until some time aftetion of a dealer in securities, a taxpayunder the consolidated group hedging
the day the hedging transaction is ener’s transactions with other members ofegulations, or (2) to coincide with the
tered into, the identification of the hedgeits consolidated group are not transacexpected effective date of either Notice
under section 475(b)(2) must still betions with customers. Thus, a membep6-12 (1996-10 I.R.B. 29) or the re-
made no later than the close of the dawhose only customers are other memiated party rules in the 1996 proposed
on which the hedge is acquired, origi-bers of its consolidated group generallyegulations. (If a taxpayer wishes to
nated, or entered into. is not a dealer in securities. Treatingchange its treatment of prior open years
Permitting taxpayers to identify theseintragroup transactions as noncustomet be consistent with its status during
securities as exempt from mark-to-transactions is consistent with thethe first year that § 1.475(c)-1(a)(3)
market accounting is consistent with thesingle-entity approach of 8§ 1.1221-applies, see § 301.9100-1T(a).)
single-entity approach of the consoli-2(d)(1) and 1.1502-13. (The IRS ex-
dated group hedging regulations undepects to provide additional guidance orDealer in Securities—Sellers of Nonfi-
§ 1.1221-2(d)(1). As a result of thewhether there are any circumstances inancial Goods and Services
identification, the timing of the gain or which the special rule applies for other _ _
loss on the hedge is matched with theurposes, such as whether a security IN general, the final regulations ex-
timing of the gain or loss on the hedgednay be exempted from mark-to-marketlude from dealer status any taxpayer
item without forcing taxpayers to usetreatment because it is not held for salghat would not be a dealer in securities
back-to-back hedges and the separaté® customers.) but for its purchases and sales of debt
entity election under § 1.1221-2(d)(2). A consolidated group may elect not toinstruments that, at the time of purchase
This rule is effective for hedges enterecapply the special rule. If a group hasor sale, are customer debt with respect

into on or after January 23, 1997. made this intragroup customer electionto the taxpa){er or anpther member of
a member of a group may be a dealer ithe taxpayer’s consolidated group. A
Exemptions—Transitional Issues securities even if its only customerdebt instrument is customer debt at a

transactions are with other members oparticular time with respect to a person

The final regulations adopt without, = oo dated group. Once made, thé three conditions are met: (1) the

substantive change a number of transi-;_ " . ) . T ;
. ; : election continues for all subsequenpPerson’s principal activity is selling
tional rules relating to various exemp- q

: el Shadie taxable years and may be revoked onljionfinancial goods or providing
;'r(;r:]Sﬁrodnallde?alrécftlogoﬁsu%sum;rheiiewith the consent of the Commissionernonfinancial services; (2) the debt in-
§ 1.475(b)-4 were contained in . These final regulations significantly Strument was issued by a purchaser of
: 1.475(b)—2T, of e temporery regula—alter the proposed default rule forthe goods or services at the time of
fions. A more complete description ofMfAQTOUP transactions. Under the propurchase of those items in order to
thesé provisions may be found in the'ooSed regulat|o_ns, a taxpayer’sf!nance their purchase,' and (3) at all
preamble of T.D. 8505 at 58 FR 68747/1/agroup transactions would have beefimes after the debt instrument was
(1994-1 C.B. 152) customer transactions for purposes ofsued, it has been owned by the person
= ' section 475. Because the final regulawho sold the goods or services or by a
tions reverse this rule (makingmember of its consolidated group. If,
noncustomer status the default and réiowever, a taxpayer is a dealer in
quiring an affirmative election to con- Securities despite this provision, cus-
The final regulations retain the rulessider intragroup transactions in applyingomer debt remains a security in the
in the 1995 proposed regulations conthe dealer definition), the rules fortaxpayer's hands and must be marked to
cerning the dealer-customer relationshigntragroup transactions are effective fofnarket unless exempted by another rule.
Thus, the final regulations provide thattaxable years beginning on or after The temporary regulations contain a
determination of whether a transaction iecember 24, 1996. (The general rulmarrower provision—that a seller of
with a customer is based on all of thefor related party transactions other thamonfinancial goods or services is not a
facts and circumstances. Further, undéntragroup transactions is effective fordealer in securities for purposes of sec-
section 475(c)(1)(B), the terrdealer in taxable years beginning on or after Junéon 475 solely by virtue of extending
securitiesincludes a taxpayer that, in the20, 1996.) The IRS will soon publishcredit to its nonfinancial customers
ordinary course of its trade or businessguidance to assist taxpayers who mayeven if it sells the debt instruments so
regularly holds itself out as being will- have to change their methods of acacquired). In response to comments, the
ing and able to enter into either side ofcounting because their status as a dealénal regulations extend this principle to
a transaction enumerated in sectioghanges as a result of the application aiccommodate consolidated groups that
475(c)(1)(B). § 1.475(c)-1(a)(3). include both a seller of nonfinancial
The final regulations retain the gen- For prior years, the Service generallygoods or services and a captive finance
eral rule in the 1996 proposed regulawill not challenge a taxpayer’s treatmentsubsidiary.
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The rule in the final regulations ex- In response to comments, the finainstrument does not count as one of the
empting from dealer status most captiveegulations clarify the test for determin-60 instruments sold, and that debt in-
finance subsidiaries of retailers andng negligible sales of debt instrumentsstrument is not included in either the
other sellers of nonfinancial goods andacquired from customers. Under thisnumerator or the denominator under the
services applies to all taxable yearsule, a taxpayer has engaged in no morg% test. The regulations contain an
ending on or after December 31, 1993than negligible sales of the debt instruexample that illustrates this principle.
unless the taxpayer elects for the exments (or portions of the debt instru- The rules regarding the negligible
emption not to apply. If the election isments) that it regularly purchases fromsales exemption are generally effective
made, it continues for all subsequentustomers in the ordinary course of itSor taxable years ending on or after
taxable years and may be revoked onlfpusiness if, and only if, during the year,December 31, 1993. The special rules
with the consent of the Commissionereither (1) it sells all or part of fewer for members of a consolidated group,

Under the final regulations, there ardhan 60 debt instruments (regardlesaowever, are effective for taxable years
two additional circumstances in whichhow acquired), or (2) the total adjustecheginning on or after January 23, 1997.
this exemption from dealer status doe§asis of the debt instruments or portionsurther, a taxpayer may rely on the
not apply. The first is when, for pur- Of debt instruments (regardless how acrules set out in § 1.475(c)-1T(b) (as
poses of the inventory accounting rulegluired) that it sells is less than 5 percentontained in 26 CFR part 1 revised
under section 471, the taxpayer accoun@ the total basis, immediately afterApril 1, 1996) for taxable years begin-
for any security (as defined in sectiondcquisition, of the debt instruments thahing before January 23, 1997, provided
475(c)(2)) as inventory. The second cirlt acquires during the year. the taxpayer applies that paragraph rea-
cumstance is when the taxpayer is not This special test replaces the exsonably and consistently.
itself the seller of nonfinancial goods@mples in the temporary regulations il- _ N .
and services and the customer debt igistrating the negligible sales provisionDealer in Securities—Issuance of Life
accounted for by the taxpayer or by aome comngenters lnoted]c hthalnsurance Products
member of its consolidated group unde_é L.475(C) 1T(I)(2)Exe}mpeb;o ' eb _ The final regulations adopt without
a method that permits either the recognitémporary regulations is ambiguous be h Sion in the 1995 d
tion of unrealized gains or losses oicause it refers to a taxpayer that bot/fNange a provision in the > propose
deductions for additions to a reserve foi'€tains aimost all of the loans that it'egulations to clarify that a life insur-

. cauires” and “sells fewer than 60 a@nce company does not become a dealer
bad debts. This rule does not affect th&cd . . . .
seller of nonfinancial goods and servicedoans.” The final regulations eliminate N securities solely by selling annuity,
itself but is designed to prevent groupéhe ambiguity by making no reference toendowment, or life insurance contracts
from having one captive finance subsidNOW many loans are retained. _ to its customer;. i
iary that is treated as a nondealer and IN response to comments, the final Under the final regulations and the
another member of the group that is degulations contain two special rules foDecember 28, 1993, proposed regula-
dealer or a financial institution thataPPlying the negligible sales test totions, a contract that is treated for
accounts for customer debt under anembers of a consolidated group. Undefederal income tax purposes as an annu-
method that takes into account mark-tothe first rule, if a taxpayer is a memberity, endowment, or life insurance con-
market gains or losses or reserve dedu@ @ consolidated group that has maddact is deemed to have been identified
tions. the intragroup-customer election, deas held for investment, and is therefore
scribed above, it must apply the neglinot marked to market by the policy
Dealer in Securities—the Negligibledible sales test for debt instruments bjrolder. This rule was necessary because
Sales Exemption taking into account all of its sales ofvariable life and annuity products fall
debt instruments to other group memwithin the literal language of section

Under the final regulations, in gen-bers. On the other hand, if the taxpayef75(c)(2)(E). Because many life insur-
eral, if a taxpayer purchases securitie® a member of a consolidated grougnce companies sell these insurance
from customers (including originatingthat has not made the intragroupcontracts to their customers, some com-
loans in the ordinary course of thecustomer election, the negligible salegnenters on the 1993 proposal had asked
taxpayer’s trade or business of originattest is satisfied if either of two criteria is Whether these life insurance companies
ing loans) but engages in no more thamet: first, if the taxpayer satisfies thewere dealers in securities. There is no
negligible sales of the securities smegligible sales test, taking into accountndication that Congress intended for a
acquired, the purchases do not cause tla#l sales of debt instruments includinglife insurance company that was not
taxpayer to be a dealer in securitiessales to other group members; or sed®therwise a dealer in securities to be
This negligible sales rule does not applyond, if the taxpayer’s consolidated grougcharacterized as a dealer merely because
if the taxpayer so elects or accounts fowould satisfy the test if it were a singleit sells life insurance policies to its
any security as inventory for purposesorporation and the members of thecustomers.
of section 471. A taxpayer that would begroup were divisions of that corporation. Several commenters requested that
a dealer in securities but for the negli-This group-wide approach to the neglicertain activities not cause dealer status
gible sales rule elects to be a dealegible sales test is consistent with theunder section 475 because those activi-
simply by filing a federal income tax single-entity approach of 8§ 1.1221-ties, although described by section 475,
return reflecting the application of sec-2(d)(1) and 1.1502-13. traditionally had not been considered
tion 475(a) in computing its taxable Under a new rule in the final regula-dealer activities. Those comments were
income. The final regulations differtions, if a debt instrument is qualita-generally rejected. Congress determined
from the proposed regulations by explictively different from all of the debt that section 475 would bestow dealer
itly making the negligible sales ruleinstruments that the taxpayer purchasestatus on taxpayers who had not been
elective. from customers, a sale of that debthought of as dealers prior to the enact-
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ment of section 475. Thus, the finalexcess inclusion with respect to thament, the dealer recognizes ordinary

regulations do not adopt proposals thatesidual interest for the taxable yeargain or loss with respect to those securi-

making and selling policy loans should The |RS and Treasury believe thatfi€s:

not cause an insurance company 0 be @is comment does not address the tens,, .

dealer in securities and that sales ofi, petween mark-to-market accountin&ﬁecnve Dates

istugent rltci>ains tiornauu; Io%nsn atncli) sa;leks nd section 860C. Apart from the excess These final regulations generally ap-

iﬁ% zfti:ogr?tair? c?etsergwuinin Owhsth:r eE;inclusion rules, the REMIC provisionsply to taxable years ending on or after

taxpaver is a dealer in s%curities o]@:ontemplate income inclusions (and corbecember 31, 1993, except as otherwise
payer. : 6[esponding basis increases) that are nopted.

course, if a lead bank never owns necessarily associated with increases in

particular portion of a loan for tax ! . iscellaneous

purposes (because some other participaHJe value of the residual interest. UndeM

ing lender always had the economidh® commenter's proposal, a dealer some of the 1993 and 1995 proposed

benefits and burdens of that portion)could claim a loss by marking to marketregulations are reordered.

then the lead bank cannot sell thaf residual interest where the increased

portion to that other participating lender.basis in the interest resulted from arSpecial Analyses

Thus, the lead bank is not a dealer irfllocation of REMIC income that was . .

securities by reason of these participadnaccompanied by an increase in values.ulrtyh(?;cg?gnn igerfﬁirglg?;n};]s;rfthlrse;zle:

tions. Thus, the dealer could a_v0|d its al'tory action as defined in EO 12866.
locable share of REMIC income and

- . . . Therefore, a regulatory assessment is not
Definition of Security thereby frustrate the taxing regime CONfequired. It also has been determined

Under the final regulations, Certaintemplated for reS|du§1l mtergsts. that section 553(b) of the Administrative
items are not securities within the mean- Moreover, adopting this commentprocedure Act (5 U.S.C. chapter 5) does
ing of section 475(c)(2). These itemswould require additional, complex rules,not apply to these regulations. The col-
include both debt issued by the taxpaye®nd the burden of administering thoséection of information required by
and any security (determined withoutules would not be justified by the § 1.475(b)-2 was contained in a notice
regard to this provision) if section 1032potential benefit. For example, under thef proposed rulemaking preceding these
bars recognition of gain or loss by theproposal, a taxpayer would have ongegulations that was issued prior to
taxpayer with respect to that securitybasis in a residual interest for purposeMarch 29, 1996. Moreover, it is hereby

The final regulations adopt withoutof section 475 and a different basis incertified that the collection of informa-
change the provisions in the 1995 prothe residual interest for purposes ofion required by § 1.475(c)-1 of these
posed regulations that exclude from thesection 860C(d). Also, adopting the pro/eégulations (regarding the intragroup
definition of security all REMIC re- posal would require rules to coordinatecUStomer election) does not have a sig-
sidual interests acquired on or aftelosses that are limited under section 47§ificant economic impact on a substan-
January 4, 1995. This rule was adoptediith losses that are limited under sect@l number of small entities. This certi-
because applying section 475 to residualon 860C(e)(2). fication is based upon the fact that the

i i N election is generally attractive only to an
et 9 e e CoS S commners sugpested e ey S
; ¥ 'tain types of assets should not beqngplidated return (generally large

including the igtended o;ier_ation of S€Carked to market because they may bBusinesses), that has elected separate
tions 860C and 860E (relating to excesgjifficylt to value. Under section 475, entity treatment under § 1.1221-2, and

inclusions). however, ease of valuation is not rel
; ; o o ~"that has an in-house hedge center or
Unlike the 1995 proposed regulationseyant in determining whether a securit d

; X Ysecurities dealer which deals solely with
the temporary regulations excluded onl X
some rtfsidugl in?erests from the defini)-{S required to be marked to market. %tgﬁi tgr?nugrkgerggﬁfun?&dg V‘]ﬁg'rChbggﬁs
tion of security. Specifically, the tempo- i e U9 H
rary regulatior):s eﬁl(cluded yonly negaﬁiveCharamer of Gain or Loss purposes. Thus, the election is likely to
value residual interests (NVRIs) in a The regulations adopt without changé’e made only by’ and the collection of
REMIC and other arrangements that aréhe proposed provision to clarify that!nformation applies only to, a very small
determined to have substantially themarking to market a security that is not'umber of large taxpayers. Therefore, a
same economic effect as NVRIs. Undeheld in connection with a taxpayersRégulatory Flexibility Analysis under
the final regulations, this exclusion con-activities as a dealer in securities doed!® Regulatory Flexibility Act (5 U.S.C.

tinues to apply to NVRIs acquired be-not affect the character of gain or los<h@pter 6) is not required. Pursuant to
fore Januarsp4),/ 1995, a from that security. section 7805(f) of the Internal Revenue

I ... Code, the notice of proposed rulemaking

One commenter acknowledged the In addition, under a new provision in receding these regulations was submit-
tension between mark-to-market acthe final regulations that responds t ed to the Small Business Administration
counting and the excess inclusion rules;omments from taxpayers, if a dealer ir}or comment on its impact on small
but proposed to address that problem igertain notional principal contracts Oy usiness
another way. Under the commenter'derivative securities (described in sec- '
proposal, a dealer would be permitted tdion 475(c)(2)(D) or (E)) marks those Drafting Information
mark to market a residual interest, busecurities to market because it is pre-
any loss resulting from the mark wouldcluded from identifying them as exempt The principal authors of these regula-
be taken into account only to the extenfrom mark-to-market treatment on thetions are Robert B. Wiliams and Jo
that the loss exceeded the amount dafrounds that they are held for investiynn Ricks, Office of Assistant Chief
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Counsel (Financial Institutions andl1.475(b)-2, 1.475(b)-4, 1.475(c)-1, (3) Securities held after legging out.
Products), IRS. However, other personi.475(c)-2, 1.475(d)-1, and 1.475(e)-1.

nel from the IRS and Treasury Depart—§ L4751 (R . § 1.475(b)-3 [Reserved]
ici ' i 475(a)-1 [Reserve
ment parE|C|pfilted*|n tlwelr*development. (@-1[ ] § 1.475(b)_4 Exemptions—transitional
§ 1.475(a)-2 [Reserved)] issues.

26 CFR Part 602 § 1.475(a)-3 Acquisition by a dealer of (&) Transitional identification.

Reporting and recordkeeping requirea security with a substituted basis. (1) Certain securities previously iden-
ments. tified under section 1236.

(a) Scope. (2) Consistency requirement for other

Adoption of Amendments to the (b) Rules. securities.
Regulations (b) Corrections on or before January

- § 1.475(b)-1 Scope of exemptions from;" 1994
Accordingly, 26 CFR parts 1 and 602mark-to-market requirement. (’1) Pu}pose.

are amended as follows:
W (a) Securities held for investment or (2) To conform to § 1.475(b)-1(a).
PART 1—INCOME TAXES not held for_sale. . 3 (!) Aqldgd _|dent|f|cat|ons.
, . (b) Securities deemed identified as (i) Limitations.

Paragraph 1. The authority citationpe|q for investment. (3) To conform to § 1.475(b)-1(c).
for part 1 is amended by removing the (1) |n general. (c) Effect of corrections.
1.475(c)-1T, 1.475(c)-2T, 1.475(d)-1T, (i General rule. § 1.475(c)-1 Definitions—dealer in se-
and 1.475(e)-1T and adding entries in (ii) Attribution. curities.
numerical order to read as follows: i) Trusts treated as Dpartnerships. , .

Authority: 26 U.S.C. 7805. * * * 23)) Securities traded on cF:)ertain estgb— () Dealer-customer relationship.

Section 1.475(a)-3 also issued undsjshed financial markets (1) [Reserved]. _ _ _
26 U.S.C. 475(e). (4) Changes in statué (2) Transactions described in section
26 U.S.C. 475(b)(4) and 26 U.S.C.ng. (i) In general.

475(e). _ (ii) Termination of prohibition against (i) Examples.
Section 1.475(b)-2 also issued undegarking. (3) Related parties.
26 U.S.C. 475(b)(2) and 26 U.S.C. (jj) Examples. (i) General rule.
475(e). _ (c) Securities deemed not held for (i) Special rule for members of a

Section 1.475(b)—4 also issued undefyestment; dealers in notional principaconsolidated group.

26 U.S.C. 475(b)(2), 26 U.S.C. 475(e)contracts and derivatives. (iii) The intragroup-customer election.
and 26 U.S.C. 6001. , (d) Special rule for hedges of another (A) Effect of election.

Section 1475(0)—1 also issued Undefnember’s risk. (B) Mak|ng and revoking the elec-
26 U.S.C. 475(e). (e) Transitional rules. tion.

Section 1.475(c)-2 also issued under (1) stock, partnership, and beneficial (iv) Examples.
26 U.S.C. 475(e) and 26 U.S.C.gwnership interests in certain controlled (b) Sellers of nonfinancial goods and

860G(e). _ corporations, partnerships, and trusts beservices.
Section 1.475(d)-1 also issued undefore January 23, 1997. (1) Purchases and sales of customer
26 U.S.C. 475(e). _ () In general. paper.
Section 1.475(e)-1 also issued under (i Control defined. (2) Definition of customer paper.
26 U.S.C. 475(e). * * * (iii) Applicability. (3) Exceptions.
. _ B (2) Dealers in notional principal con-  (4) Election not to be governed by
fi(:?tlso(z)sj_? 715 (4:37)5(13)—_%# 715 (4b7)5(2dT)'_1T tracts and derivatives acquired beforghe exception for sellers of nonfinancial
) - e ' January 23, 1997. goods or services.
and 1.475(e)-1T [Removed] : X . :
(i) General rule. N () Method of making the election.
Par. 2. Sections 1.475(b)-1T, (ii) Exception for securities not ac- (A) Taxable years ending after De-
1.475(b)-2T, 1.475(c)-2T, 1.475(d)-1Tquired in dealer capacity. cember 24, 1996.
and 1.475(e)-1T are removed. (iii) Applicability. (B) Taxable years ending on or be-
Par. 2a. Paragraph (a) of § 1.475(c)— : ... fore December 24, 1996.
1T is removed effective December 248 1.475(b)-2 Exemptions—identifica- ="~ ninyed applicability of an
1996, and the remainder of § 1.475(c)llon requirements. election.
1T is removed January 23, 1997. (a) Identification of the basis for ex- (c) Taxpayers that purchase securities
Par. 3. Sections 1.475-0, 1.475(a)-3mption. from customers but engage in no more
1.475(b)-1, 1.475(b)—(2), 1.475(b)-4, (b) Time for identifying a security than negligible sales of the securities.
1.475(c)-1, 1.475(c)-2, 1.475(d)-1, andyith'a substituted basis. (1) Exemption from dealer status.
1.475(e)-1 are added to read as follows: () |ntegrated transactions under (i) General rule.
§ 1.1275-6. (ii) Election to be treated as a dealer.
§ 1.475-0 Table of contents. (1) Definitions. (2) Negligible sales,
This section lists the major captions (2) Synthetic debt held by a taxpayer (3) Special rules for members of a
in 8§ 1.475(a)-3, 1.475(b)-1, as a result of legging in. consolidated group.
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(i) Intragroup-customer election in ef-8 1.475(b)-1 Scope of exemptions fromational securities exchanges and

fect. mark-to-market requirement. interdealer quotation systems);
(i) Intragroup-customer election not " . (ii) Less than 15 percent of all of the
in effect. (@) Securities held for Investment Oroutstanding shares or interests in the
(4) Special rules. not .Tjelg {)or tiz_ile.Ex?_ept as f othg_rWltse{ same class are held by the taxpayer and
(5) Example. phrov_lde .f_y IS section an Sl; J€CL 19, persons having a relationship to the
(d) Issuance of life insurance prod-t e identification requirements o .Secuontaxpayer that is specified in paragraph
ucts. 475(b)(2), a security is held for mvest-(b)(z) of this section: and

ment (within the meaning of section (i) If the security was acquired (e.g.,

§ 1.475(c)-2 Definitions—security. 475(b)(1)(A)) or not held for sale ,, original issue) from a person having
(within  the meaning of section

(a) Items that are not securities. 475(b)(1)(B)) if it is not held by the 2 éi:gggnsi;"p etlcr)a t?: htaxga)éer ()tpa:hig’
(b) Synthetic debt that § 1.1275-6(b)}axpayer primarily for sale to customerssgct-On then pafte?thg t'rr(1e)(th)e securit
treats the taxpayer as holding. in the ordinary course of the taxpayer's, 'on, ired ! unty
(c)_ Negative value REMIC residualstrade or business. a(SA)a%[ulegs':)ne full business dav has
acquired before January 4, 1995. (b) Securities deemed identified ag, cced and y

(1) Description. held for investmert (1) In general i

(2) Special rules applicable 1o negaThe following items held by a dealer in ;. (&), T1Te 13 DS SeaNt FACng
tive value REMIC residuals acquiredsecurities are per se held for investmer@hip to the taxpayer that is specified in
before January 4, 1995. within the meaning of section

aragraph (b)(2) of this section.

§ 1.475(d)-1 Character of gain or loss, A75(PI)(A) and are deemed to be” (4) Changes in status(i) Onset of

properly identified as such for PUrPOSe$, ohibition against marking-(A) Once
(a) Securities never held in connecof section 475(b)(2)— paragraph (b)(1) of this section begins
tion with the taxpayer’'s activites as a (i) Except as provided in paragraph, apply to the security and for so long
dealer in securities. (b)(3) of this section, stock in a corpora-,¢ it continues to apply, section 475(a)
(b) Ordinary treatment for notional tion, or a partnership or beneficial own-yyes not apply to the ,security in the

principal contracts and derivatives helcership interest in a widely held orp5n4s of the taxpayer.

by dealers in notional principal contractspublicly traded partnership or trust, to (B) If a security has not been timely
and derivatives. which the taxpayer has a relationshiQyentified under section 475(b)(2) and
- specified in paragraph (b)(2) of thisafrer the last day on which such an

§ 1.475(e)-1 Effective dates. section; or identification would have been timely,

L (i) A contract that is treated for naragraoh (b)(1) of this section begins
§ 1.475(a)-3 Acquisition by a dealer Offggeral income tax purposes as an anmt% agplypto (th)é )security then the de%ler
a security with a substituted basis. ity, endowment, or life insurance Con-mst” recognize gain or loss on the

(a) Scope This section applies if— tract (see sections 72, 817, and 7702%acyrity as if it were sold for its fair

(1) A dealer in securities acquires a_(2) Relationships—(i) General rule market value as of the close of business
security that is subject to section 475(affhe relationships specified in this paragf the last day before paragraph (b)(1)
and the dealer’s basis in the security igraph (b)(2) are— of this section begins to apply to the
determined, in whole or in part, by (A) Those described in sectionsecurity, and gain or loss is taken into
reference to the basis of that security iR67(b)(2), (3), (10), (11), or (12); or account at that time.
the hands of the person from whom the (B) Those described in section (ji Termination of prohibition against
security was acquired; or 707(b)(1)(A) or (B). marking If a taxpayer did not timely

(2) A dealer in securities acquires a (ii) Attribution. The relationships de- identify a security under section
security that is subject to section 475(agcribed in paragraph (b)(2)(i) of this475(b)(2), and paragraph (b)(1) of this
and the dealer’s basis in the security isection are determined taking into acsection applies to the security on the last
determined, in whole or in part, bycount sections 267(c) and 707(b)(3), asay on which such an identification
reference to other property held at anyppropriate. would have been timely but thereafter
time by the dealer. (iif) Trusts treated as partnerships ceases to apply—

(b) Rules If this section applies to a For purposes of this paragraph (b)(2), (A) An identification of the security
security— the phrasegpartnership or trustis substi- under section 475(b)(2) is timely if

(1) Section 475(a) applies only totuted for the wordpartnershipin sec- made on or before the close of the day
changes in value of the security occurtions 707(b)(1) and (3), and a referencearagraph (b)(1) of this section ceases to
ring after the acquisition; and to beneficial ownership interest is addecpply; and

(2) Any built-in gain or loss with to each reference to capital interest or (B) Unless the taxpayer timely identi-
respect to the security (based on therofits interest in those sections. fies the security under section 475(b)(2)
difference between the fair market value (3) Securities traded on certain es-(taking into account the additional time
of the security on the date the dealetablished financial marketsParagraph for identification that is provided by
acquired it and its basis to the dealer oifb)(1)(i) of this section does not applyparagraph (b)(4)(ii)(A) of this section),
that date) is taken into account at thdo a security if— section 475(a) applies to changes in
time, and has the character, provided by (i) The security is actively traded value of the security after the cessation
the sections of the Internal Revenuevithin the meaning of § 1.1092(d)-1(a)in the same manner as under section
Code that would apply to the built-in taking into account only established fi-475(b)(3).
gain or loss if section 475(a) did notnancial markets identified in (iii) Examples These examples illus-
apply to the security. § 1.1092(d)-1(b)(1)(i) or (ii) (describing trate this paragraph (b)(4):
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' Esz\,rAn)pII:e 1t Cc)nset 01;_ prahibition7asgainst nt1arfk-tion Mt tregularly actsdas :;1 meérk(:t rl?al;er withcertain hedges from mark-to-market ac-
ing— acts. CorporationH owns 75 percent of respect to common and preferred stock of corporas ; ; i
the stock of corporatiorD, a dealer in securities tion P. CorporationP has outstanding 2,000,0006(:.0uml?g) a ﬁecumy tgat hfdﬁes a posi
within the meaning of section 475(c)(1). Onshares of seriesX preferred stock, which are tIO’n 0 ano_t er member 0 the taxpay-
December 1, 1995D acquired less than half of traded on a national securities exchange. Durin@l’'s consolidated group if the security
the stock in corporatioiX. D did not identify the the business day on December 29, 1997, corporaneets the following requirements—
stock for purposes of section 475(b)(2). On Julytion P sold 100,000 shares of series preferred 1) The security is a hedging transac-
17, 1996, H acquired from other persons 70 stock to corporatiorM for $100 per share. Subse- ,. ( ) ithin th y - fg§gl 1221
percent of the stock oK. As a result,D and X quently, also on December 29, 1997, persons nc“on _Wl n e meaning o : -
became related within the meaning of paragraphelated to corporationM engaged in significant 2 b),
(b)(2)(i) of this section. The stock oK is not trading of the seriesX preferred stock. At the  (2) The security is timely identified
g o e et v o St s vt 30 s vy 55, 8 hedging _ transaction _ under
established financial markets). At the close of business on December 31, 1997§ ’ . . 9
(B) Holding. Under paragraph (b)(4)(i) of this the fair market value of series stock was $98.50 Of the hedged item); and N
section,D recognizes gain or loss on s stock per share. CorporatioM sold the seriesX stock (3) The security hedges a position
as if the stock were sold for its fair market valueon the exchange on Jgnuary 2, 1998. At althat is not marked to market under
at the close of business on July 16, 1996, and theelevant times, corporatiorM and all persons section 475(a)
gain or loss is taken into account at that time. Agelated toM owned less than 15% of the outstand- 7
with any application of section 475(a), propering seriesX preferred stock. (e) Tra_nS|t|onaI rUle?’—_(l) StOCk,_
adjustment is made in the amount of any gain or (B) Holding. The 100,000 shares of serieé _partnersh[p, and_ beneficial ownership
loss subsequently realized. After July 16, 1996preferred stock held by corporatioM are not interests in certain controlled corpora-
section 475(a) does not apply s X stock while subject to mark-to-market treatment under sectiofjons, partnerships, and trusts before
paragraph (b)(1)(i) of this section (concerning the475(a) on December 29, 1997, because at thafo \uary 23 1997 () In general The
relationship betweeiX and D) continues to apply. time the stock was held for less than one full Iy 23, g .
Example 2. Termination of prohibition against business day and is therefore treated as propeerHOW.Ir_lg items held by a Qealer in
marking; retained securities identified as held foridentified as held for investment. At the close ofSecurities are per se held for investment
S0 o e o ok o prs o s ooy o ) s A (IS meaning of _sectior
I W ! -on marking ceases to apply, and section 475(b)(3 75(b)(1)(A) and are deemed to be
tion Y and all of the stock of corporatioD, a begins to apply. The built-in loss is suspended (b)( )( ) o
dealer in securities within the meaning of sectionand subsequent appreciation and depreciation al operl_y identified as such for purposes
475(c)(1). Thus,D and Y are related within the subject to section 475(a). Accordingly, when cor-Of section 475(b)(2)—
mleanlng 0{ paragraph (b)(2)(|)dof this section.porationM marks the serieX stock to market at  (A) Stock in a corporation that the
Also on July 1, 1996D acquired, as an invest- the close of business on December 31, 199% i ;
' X r controls (within the meaning of
ment, 10 percent of the stock 8t The stock ofY  under section 475(a) it recognizes and takes int axpaye r(})O oS ( f thi € mea g o
is not described in paragraph (b)(3) of this sectiomccount a loss of $.50 per share. Under sectioﬁafagrap (e)(l)(”) or this sgqtlon), or
(concerning some securities traded on certaia75(b)(3), when corporatioM sells the series< (B) A partnership or beneficial own-
estaallshed ff,'(nam'fl _mggetS)-_;/VhE_E?y aﬁquw?d stock on January 2, 1998, it takes into account thership interest in a widely held or
its shares ofY stock, it did not identify them for suspended loss, that is, the difference between t li i
: ' ' icly tr rtnership or tr h
purposes of section 475(b)(2). On December 245100 per share it paid corporatidhfor that stock r'f]Ub cly traded pa tl ers Ff)‘l 0 fFI ust that
1996, D identified its shares of stock as held for and the $99-per-share fair market value whed€ taxpayer controls (W|t In the mean-
investment under section 475(b)(2). On Decembesection 475(b)(1) ceased to be apply to the stockNg of paragraph (e)(1)(ii) of this sec-
30, 199|6,Hd50|d all of its shalr];es 0; stock IWdtO No deduction, however, is allowed for that loss.tion).
an unrelated party. As a resuld, and Y ceased t0 (See § 1.1502-13(f)(6), under which no deduction (ji ;

o , : ii ntrol fin ntrol mean
be related within the meaning of paragraphis allowed to a member of a consolidated grough( ) Co '[Oh_ de d.ed tICO tO_ d.ea tls
(b)(2)(i) of this section. ) for a loss with respect to a share of stock of the' '€ OWNErsnip, —directly ~or indirectly

(B) Holding. Under paragraph (b)(4)(ii)(A) of parent of that consolidated group, if the membethrough persons described in section
this section, identification of th¥ shares is timely does not take the gain or loss into accoun267(b) (taking into account section
if done on or before the close of December 30pursuant to section 475(a).) 267(c)), of—

1996. BecauseD timely identified its Y shares " !
under section 475(b)(2), it continues after Decem: () Secu_ntles depfmed _hot he.ld. for (A)_50 percent or more of the total
ber 30, 1996, to refrain from marking to market itsi"Vestment; dealers in notional principal combined voting power of all classes of

Y stock. contracts and derivatives(1) Except as stock entitled to vote; or
Example 3. Termination of prohibition against otherwise determined by the Commis- (B) 50 percent or more of the capital

marking; retained securities not identified as heldsjoner in a revenue ruling. revenue pros g
for investment- (A) Facts. The facts are the same cedure or letter ru?i’n SeCti%ane'reSt, the prpﬂt_s mteres_t’ or the_ ben-
as in Example 2above, except thaD did not ' 9, eficial ownership interest in the widely

identify its stock in Y for purposes of section 475(0)(1)(A) (e>_<empting_ from m_e_lrk'to' held or publicly traded partnership or
475(b)(2) on or before December 30, 1996. Thustnarket accounting certain securities thattrust.

D did not timely identify these securities undergre held for investment) does not apply (i) Applicability. The rules of this

section 475(b)(2) (taking into account the addi—t0 a security if—
tional time for identification provided in paragraph . yi— ) , paragraph (e)(1) apply only before Janu-
(b)(4)(ii)(A) of this section). _ (i) The security is descrlbe_d_ln seC-ary 23, 1997.

(B) Holding. Under paragraph (b)(4)(ii)(B) of tion 475(C)(2)(D) or (E) (describing cer- (2) Dealers in notional principal con-
this section, section 475(a) applies to changes ifain notional principal contracts and de+yracts and derivatives acquired before

value of D's Y stock after December 30, 1996, in ; : i . g
the same manner as under section 475(b)(3). Thadvative securities); and January 23, 1994(i) General rule

any appreciation or depreciation that occurred (i) The taxpayer is a dealer in suchSection 475(b)(1)(A) (exempting certain
WhiIE (tjhe SECUIl’(itieS‘ were pl’(()jhi(lj)ited fLom bein‘gsecurltles. securities from mark-to-market account-
T;”g(:) ;gpl?gzr ;tﬂ;s Suapene echaﬁggsegccsjﬁff” (2) See § 1.475(d)-1(b) for a ruleing) does not apply to a security if—
after December 30, 1996. %oncermrjg the character of gain or loss (A) The security is described in sec-
Example 4. Acquisition of actively traded stockON Securities described in this paragraption 475(c)(2)(D) or (E) (describing cer-
from related party—(A) Facts CorporationP is  (C). tain notional principal contracts and de-
;hezrp?sregeog;e%%r;sro')'gitfdaggoLé%r‘s’:gfﬁ';a;ab'e (d) Special rule for hedges of anotherrivative securities); and
member of that group, is a dealer in securitiedN€mber’s risk A taxpayer may identify  (B) The taxpayer is a dealer in such

within the meaning of section 475(c)(1). Corpora-under section 475(b)(1)(C) (exemptingsecurities.
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(i) Exception for securities not ac-transaction, then, for purposes of th€b) allows a taxpayer to add or remove
quired in dealer capacity.This para- timeliness of an identification under seccertain identifications covered by
graph (e)(2) does not apply if the tax-tion 475(b)(2), the qualifying debt in- 8 1.475(b)-1.
payer establishes unambiguously that thetrument, or the § 1.1275-6 hedge, that (2) To conform to § 1.475(b)-1(=}
security was not acquired in the taxpayremains in the taxpayer’s hands is gend) Added identificationsTo the extent
er's capacity as a dealer in such securirally treated as having been acquiredd?€rmitted by paragraph (b)(2)(ii) of this

ties. o originated, or entered into, as the casg&ection, a taxpayer may identify as be-
(iii) Applicability. The rules of para- may pe, immediately after the leg-out. Ifing described in section 475(b)(1)(A) or

graph (e)(2) apply only to securitieSany |oss or deduction determined undefB)—

acquired before January 23, 1997. § 1.1275-6(d)(2)(i))(B) is disallowed by . (A) A security that was held ]‘or
§ 1.1275-6(d)(2)(ii)(D) (which disal- immediate sale but was not held prima-

Tows deductions when a taxpayer Iegé”y for sale to customer,s in the ordlnary

out of an integrated transaction withincoursef of the tzlixpayer j trade or busi-

(a) Identification of the basis for ex- 30 days of legging in), then, for pur- ness (for example, a trading security); or

emption.An identification of a security poses of this section and section (B) Atnhelvo;dfenceloftlndebttedness_ trt‘ﬁt
as exempt from mark to market does no475(b)(2), the qualifying debt instrumentw?js- not hed for S? ?ho ;:us omers |tn de
satisfy section 475(b)(2) if it fails to that remains in the taxpayer’s hands i%{ Igj.gln:SC)SUI’;(rE]dO tha‘? tﬁé(ptzg(er: e;air?-
state whether the security is describegeated as having been acquired on th@ndeq to hold for lass thar gng vear
In— same date that the synthetic debt instru- (i) Limitations. An identification de- '

(1) Either of the first two subpara- ment was treated as having been acs..: _ : :
graphs of section 475(b)(1) (identifying g ireq. g %crltped n parfatt?rgph | (b_]2(2)(|) of this
a security as held for investment or not section 1S permitted only 1=
held for Sale); or (A) Prior to December 28, 1993, the

(2) The third subparagraph thereo 1.475(b)-4 Exemptions—transitionaltaxpayer_ did not identify as being de-
(identifying a security as a hedge). Ssues. scribed in section 475(b)(1)(A) or (B)

(b) Time for identifying a security (a) Transitional identificatior—(1) a?g ﬁf(é;](ez)?sc(;“tt;ﬁi Sdeeci%:?ed n para-
with a substituted basigFor purposes of Certain securities previously identified” (g) The taxpaver identifies every se-
determining the timeliness of an identifi-under section 1238f, as of the close of curit describe% |¥1 araaraoh (b)(2))zi) of
cation under section 475(b)(2), the datgnhe last taxable year ending before Deg,ic );ection for whiF():h agtimpel identifi-
that a dealer acquires a secufity IS Notember 31, 1993, a security was identication of the securit undt)a/r section
affected by whether the dealer’s basis ifieq under section 1236 as a securit y

S W . ) Y75(b)(2) cannot be made after the date
the security is determined, in whole ofhe|q for investment, the security isgn (w)rSic)h the taxpayer makes these
in part, either by reference to the basigested as being identified as held fomgded identifications: and

of the securiy In the hands of Neinvestment for purposes of section (c) The identification is made on or

person from whom the security was
acquired or by reference to other prop—475(b)' before January 31, 1994.

erty held at any time by the dealer. See (2) Consistency requirement for other (3) To conform to § 1.475(b)-1(c).
§ 1.475(a)-3 for rules governing howSecurities. In the case of a security On or before January 31, 1994, a tax-
the dealer accounts for such a security ifincluding a security described in secpayer described in 8§ 1.475(b)-
this identification is not made. tion 475(c)(2)(F)) that is not described1(e)(2)()(B) may remove an identifica-
(c) Integrated transactions underin paragraph (a)(1) of this section andion under section 475(b)(1)(A) of a
§ 1.1275-6- (1) Definitions. The fol- that was held by the taxpayer as of thé€curity ~described in § 1.475(b)-
lowing terms are used in this paragrapiglose of the last taxable year ending'(8)(2)D(A). _ S
(c) with the meanings that are given tdbefore December 31, 1993, the security (¢) Effect of correctionsAn identifi-
them by § 1.1275-6: integrated transads treated as having been properly idencation added under paragraph (a)(2) or
tion, legging into, legging out, qualify- tified under section 475(b)(2) or (P)(2) of this section is timely for
ing debt instrument, § 1.1275-6 hedge475(c)(2)(F)(iii) if the information con- pUrposes of section .475(b)(2) or
and synthetic debt instrument. tained in the dealer’s books and record€)(2)(F)(i). An identification removed
(2) Synthetic debt held by a taxpayeras of the close of that year supports thdnder pgragraph (a)é_Z) orh(b)(3) of this
as a result of legging inlf a taxpayer is identification. If there is any ambiguity section does noft su J.eCti;; éaxzpayer to
treated as the holder of a synthetic debn those records, the taxpayer must, n{e provisions of section @)
instrument as the result of legging intolater than January 31, 1994, place in itg
an integrated transaction, then, for purfecords a statement resolving this ambi
poses of the timeliness of an identifica-guity and indicating unambiguously
tion under section 475(b)(2), the synwhich securities are to be treated as (a) Dealer-customer relationship.
thetic debt instrument is treated agroperly identified. Any information that Whether a taxpayer is transacting busi-
having the same acquisition date as theupports treating a security as havingess with customers is determined on
qualifying debt instrument. A pre-leg-in been properly identified under sectionthe basis of all of the facts and circum-
identification of the qualifying debt in- 475(b)(2) or (c)(2)(F)(ii) must be ap- stances.
strument under section 475(b)(2) applieplied consistently from one security to (1) [Reserved].
to the integrated transaction as wellanother. (2) Transactions described in section
(3) Securities held after legging out. (b) Corrections on or before January 475(c)(1)(B}—(i) In general. For pur-
If a taxpayer legs out of an integrated3l, 1994—(1) Purpose.This paragraph poses of section 475(c)(1)(B), the term
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dealer in securitiesncludes, but is not bers of its consolidated group are noto reallocation of income under section 482). No

limited to, a taxpayer that, in the ordi-with customers. Accordingly, notwith- iosthgrgé;ﬁ‘é?“si;agzeciri:gsprf‘;fe”artoosslégsgﬁftz":i‘ttion
nary course of the taxpayer's trade ostanding paragraph (a)(2) of this sectionyzsc))g). purp

business, regularly holds itself out ashe fact that a taxpayer regularly holds gy.mpie 1. General rule for related persors.
being willing and able to enter into itself out to other members of its con-addition to the General Factsstated above, as-
either side of a transaction enumeratedolidated group as being willing andsume thatHC's affiliated group has not elected
in section 475(c)(1)(B). able to enter into either side of aunder section 1501 to file a consolidated return.

.. . } . . . nder paragraph (a)(3)(i) of this sectiohC's
(i) Examples. The following ex- transaction enumerated in sectio | ansactions with its affiliates can be transactions

amples illustrate the rules of this para475(c)(1)(B) does not cause the taxpayefith customers for purposes of section 475(c)(L).
graph (a)(2). In the following examples,to be a dealer in securities within theThus, under paragraph (a)(2)(i) of this sectiétC
B is a bank and is not a member of ameaning of section 475(c)(1)(B). is a dealer in securities within the meaning of

. . . section 475(c)(1)(B), and the members of the
consolidated group: (iii) The intragroup-customer elec- group with which it does business are its custom-

_ Example 1. Bregularly offers to enter into tjon_(A) Effect of electionlf a consoli- ers,
interest rate swaps with other persons in th%

ordinary course of its trade or business. B is ated group _makes the imragr?up' Example 2. Special rule for members of a
willing to enter into interest rate swaps undercUstomer election, paragraph (a)(3)(ii) otonsolidated group.n addition to the General
which it either pays a fixed interest rate andthis section (special rule for members ofacts stated above, assume theiC's affiliated
econe o foatg e o peys foain e consoldate group) does ot apply o 1 oied o e consoliaed e
under section 475(c)(1)(B), and the counterpartieihe members of the group. Thus, &nder paragraph (a)(3)(ii) of this sectiohiC's
are its customers. member of a group that has made thisterest rate swap transactions with the members
Example 2. B in the ordinary course of its election may be a dealer in securitie®f its consolidated group are not transactions with
trade or business, regularly holds itself out aswithin the meaning of section 475(c)(1)customers for purposes of determining whether
i S e S e oy o st 2 e 0 T
{)he interbank marl?et. B's act)ilvities in the foreign@/® with other members of its consoli-arly holds itself out to members of its consoli-
currency make it a dealer in securities undedated group. dated group as being willing and able to enter into
section 475(c)(1)(B), and the other banks in the (B) Making and revoking the elec- either side of a transaction enumerated in section
interbank market are its customers. tion. Unless the Commissioner otherwis 475(c)(1)(B) does not cauddC to be a dealer in

Example 3. Bengages in frequent transactions . . &ecurities ~ within  the meaning of section
in a foreign currency in the interbank market, PresScribes, the intragroup-customer elec7s(c)(1)(8). Because no other circumstances are

Unlike the facts inExample 2 however,B does tion is made by filing a statement thatpresent to suggest thedC is a dealer in securities
not regularly hold itself out as being willing and says, “[Insert name and employer idenfor purposes of section 475(c)(1)(B}C is not a

able to enter into either side of positions in thetification number of common  parent] dealer in securities. _

Griven by its mrnal need 1o adjust s postion nfereby makes the Intragroup-CustomeggiiFiC. & oo e e iiey SENom
the currency. No other circumstances are presefélection (as described in 8 1.475(C)sume thatHC's affiliated group has elected to file
to suggest thatB is a dealer in securities for 1(a)(3)(iii) of the income tax regula- a consolidated return but has also made the
fhe Toreign currency does not dualy 1 s & deateg Do), Tor the taxable year ending [de e s, the analysie-and
in securi%ies for pu¥poses of sqection 475((:)(1)(B),§Crlbe the last day of the year] and fOIﬁesult are the same as Examplé 1. g

and its transactions in the interbank market are no?ubsequent taxable years'” The state-
transactions with customers. ment mUSC} be Sflgnded b)(] the C?mp?ogs (b) Sellers of nonfinancial goods and

o arent and attached to the timely file i

(3) Related parties-(i) General rule. ?ederal income tax return for they con-cﬁggcr?]: F(,;Leﬁ_éfcheaﬁezsagfovsigfds irc])f

Except as provided in paragraphggjigated group for that taxable yearparagraph (b)(3) of this section, if a

(@)(3)(ii) of this section (concerning The election applies for that year andaxpayer would not be a dealer in

transactions between members of & CORsontinues in effect for subsequent yearsecurities within the meaning of section

solidated group, as defined in § 1.1502qngj| reyoked. The election may bea7s(c)(1) but for its purchases and sales
1(), a taxpayer's transactions with rereyoked only with the consent of theof debt instruments that, at the time of

lated persons may be transactions witkommissioner. purchase or sale, are customer paper

Iczléftzr;:%s Ifeorifpgr[t););eas g: Isﬁ Cttr']gn 0?1;5 (iv) Examples. The following ex- with respect to either the taxpayer or a
nar courge,of the tgxya ,er's trade Ol;;\mples illustrate this paragraph (a)(3)corporation that is a member of the
b M larlv h Idp }(/ If out to it General Facts. HCa hedging center, provides Same consolidated group (as defined in
USINEss, regularly holas Iselr out to '%ntg_rest rate hedges to all of the members of it§ 1,1502-1(h)) as the taxpayer, then for
foreign subsidiaries or other related perafiliated group (as defined in section 1504(a)(1)). urposes of section 475 the taxpayer is
sons as being willing and able to enteBecause of the efficiencies created by having Dﬁ ta dealer in i
into either side of transactions enumercentralized risk manager, group policy prohibits ot a dealer In securities.
ated in section 475(c)(1)(B), the tax_members other thaRIC from entering into deriva- (2) Definition of customer paperA

. . " L tive interest rate positions with outside partie!C  dept instrument is customer paper with
payer is a dealer in securities within theregularly holds itself out as being willing and able pap

meaning of section 475(c)(1), even if itto, and in fact does, enter into either side of cSPECt 10 @ person at a point in time
engages in no other transactions witlinterest rate swaps with its fellow membetsC -
customers. periodically computes its aggregate position and (i) The person’s principal activity is

.. . hedges the net risk with an unrelated partiC ; ; ; i
(”) Spemal rule for members of 8 does not otherwise enter into interest rate positionge”mg nonfinancial gOOdS or prowdlng

consolidated groupSolely for purposes with persons that are not members of the affilatedONfinancial services;

of paragraph (c)(1) of section 475 (con-group. HC attempts to operate at cost, and the (ii) The debt instrument was issued
cerning the definition of dealer in secu—;eégjltmb;s tz\gag?ﬁl?;em;rﬁ?ﬂcl’g Z%i;tz'; ofpy a purchaser of the goods or services
rities) and except as prpwded N parase cive somewhat more favorable terms then thedt the time Qf thga purchase_ of those
graph (a)(3)(iii) of this section, a would receive from an unrelated swaps dealer (J00dS Or services in order to finance the

taxpayer’s transactions with other memsact that may subjecHC and its felow members purchase; and
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(iif) At all times since the debt instru- return for any other such year that is sdhat has made the intragroup-customer
ment was issued, it has been held eitheaffected) must be filed not later thanelection (described in paragraph
by the person selling those goods odune 23, 1997. If the first taxable year@a)(3)(iii) of this section), the negligible
services or by a corporation that is asubject to an election under this parasales test in paragraph (c)(2) of this
member of the same consolidated grougraph (b)(4) ends on or before Decemsection takes into account all of the

as that person. ber 24, 1996, but the taxpayer is notaxpayer’'s sales of debt instruments to
(3) Exceptions. Paragraph (b)(1) of described in the preceding sentence, thather group members.
this section does not apply if— statement must be attached to the first (ii) Intragroup-customer election not

(i) For purposes of section 471, thefederal income tax return that is for ain effect.If a taxpayer is a member of a
taxpayer accounts for any security (asaxable year subject to the election andonsolidated group that has not made
defined in section 475(c)(2)) as inventhat is filed on or after February 24,the intragroup-customer election (de-
tory; 1997. scribed in paragraph (a)(3)(iii)) of this

(i) The taxpayer is subject to an (ii) Continued applicability of an section), the taxpayer satisfies the negli-
election under paragraph (b)(4) of thiselection. An election under this para- gible sales test in paragraph (c)(2) of
section; or graph (b)(4) continues in effect forthis section if either—

(i) The taxpayer is not described insubsequent taxable years until revoked. (A) The test is satisfied by the tax-
paragraph (b)(2)(i) of this section andThe election may be revoked only withpayer, taking into account sales of debt
one or more debt instruments that ar¢he consent of the Commissioner. instruments to other group members (as
customer paper with respect to a corpo- (c) Taxpayers that purchase securitiesn paragraph (c)(3)(i) of this section); or
ration that is a member of the samedrom customers but engage in no more (B) The test is satisfied by the group,
consolidated group as the taxpayer arthan negligible sales of the securities treating the members of the group as if
accounted for by the taxpayer, or by g1) Exemption from dealer status(i) they were divisions of a single corpora-
corporation that is a member of theGeneral rule. A taxpayer that regularly tion.
same consolidated group as the taxpurchases securities from customers in (4) Special rules. Whether sales of
payer, in a manner that allows recognithe ordinary course of a trade or busisecurities are negligible is determined
tion of unrealized gains or losses omess (including regularly making loanswithout regard to—
deductions for additions to a reserve foto customers in the ordinary course of a (j) Sales of securities that are necessi-
bad debts. trade or business of making loans) butated by exceptional circumstances and

(4) Election not to be governed byengages in no more than negligible salegyat are not undertaken as recurring
the exception for sellers of nonfinancialof the securities so acquired is not a&ysiness activities:
goods or services{(i) Method of mak- dealer in securities within the meaning (i) Sales of debt instruments that
ing the election.Unless the Commis- of section 475(c)(1) unless the taxpayefeciine in quality while in the taxpay-
sioner otherwise prescribes, an electiorlects to be so treated or, for purposegy’s hands and that are sold pursuant to
under this paragraph (b)(4) must beof section 471, the taxpayer accounts fopn established policy of the taxpayer to
made in the manner, and at the timeany security (as defined in sectiongispose of debt instruments below a
prescribed in this paragraph (b)(4)(i).475(c)(2)) as inventory. certain quality; or
The taxpayer must file with the Internal (ii) Election to be treated as a dealer. (iii) Acquisitions and sales of debt
Revenue Service a statement that sayd, taxpayer described in paragraphnsiruments that are qualitatively differ-
“[Insert name and taxpayer identifica-(c)(1)() of this section elects t0 begnt from all debt instruments that the
tion number of the taxpayer] herebytreated as a dealer in securities by filingaypaver purchases from customers in
elects not to be governed bya federal income tax return reflectingine ordinary course of its business.

§ 1.475(c)-1(b)(1) of the income taxthe application of section 475(a) in (5) Example. The following example
regulations for the taxable year endingomputing its taxable income. illustrates paragraph (c)(4)(iii) of this
[describe the last day of the year] and (2) Negligible sales.Solely for pur- ction:

for subsequent taxable years.” poses of paragraph (c)(1) of this section, gyample I, an insurance company, regularly

(A) Taxable years ending after De-a taxpayer engages in negligible sales ahakes policy loans to its customers but does not
cember 24, 1996.If the first taxable debt instruments that it regularly pur-sell them.l, however, actively trades Treasury
year subject to an election under thichases from customers in the ordinargécurities. No other circumstances are present to

. . . .- suggest that is a dealer in securities for purposes
paragraph (b)(4) ends after Decembetourse of its business if, and only if, :“c ion 475(c)(1). Since the Treasuries are

24, 1996, the statement must be attachecwr.ing the taxable year, either— qualitatively different from the policy loans that
to a timely filed federal income tax (i) The taxpayer sells all or part of originates, under paragraph (c)(4)(iii) of this sec-
return for that taxable year. fewer than 60 debt instruments, regardton. | disregards the purchases and sales of

Treasuries in applying the negligible sales test in

(B) Taxable years ending on or be-less how acquired; or paragraph (c)(2) of this section.

fore December 24, 1996If the first (i) The total adjusted basis of the
taxable year subject to an election undedebt instruments (or parts of debt instru- (d) Issuance of life insurance prod-
this paragraph (b)(4) ends on or beforenents), regardless how acquired, thaicts. A life insurance company that is
December 24, 1996, and the electionhe taxpayer sells is less than 5 percemtot otherwise a dealer in securities
changes the taxpayer’s taxable incomef the total basis, immediately afterwithin the meaning of section 475(c)(1)
for any taxable year the federal incomeacquisition, of the debt instruments thatioes not become a dealer in securities
tax return for which was filed before it acquires in that year. solely because it regularly issues life
February 24, 1997, the statement must (3) Special rules for members of ainsurance products to its customers in
be attached to an amended return for theonsolidated group- (i) Intragroup- the ordinary course of a trade or busi-
earliest such year that is so affected, andustomer election in effeclf a taxpayer ness. For purposes of the preceding
that amended return (and an amended a member of a consolidated groupsentence, the teriife insurance product
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means a contract that is treated for (i) If a transferee taxpayer acquires ahe security solely because of the effec-
federal income tax purposes as an annuesidual interest with a basis determinedive dates in this paragraph (d) (rather
ity, endowment, or life insurance con-by reference to the transferor's basisthan because of a change in facts), then
tract. See sections 72, 817, and 7702hen the transferee is deemed to acquithe rules of § 1.475(b)-1(b)(4)(i)(A)
the interest on the date the transferofconcerning the prohibition against
§ 1.475(c)-2 Definitions—security. acquired it (or is deemed to acquire itmarking) apply, but & 1.475(b)-
" under this paragraph (c)(2)(i)). 1(b)(4)())(B) (imposing a mark to mar-
(a) ltems that are not seCL_Jr_|t|es'|The_ (i) Anticipated tax liabilities, ex- ket on the day before the onset of the
following items are not securities within necfeq fyture distributions, and antici-prohibition) does not apply.
the meaning of section 475(c)(2) W'thlpated tax savings are determined under (ii) Section 1.475(b)-1(b)(2) (con-
respect to a taxpayer and, therefore, aige ryjes in 8§ 1.860E-2(a)(3) and with-cerning relevant relationships for pur-
not subject to section 475— _ out regard to the operation of sectiorposes of determining whether equity
(1) A security (determined without 475 interests in related persons are prohib-
regard to this paragraph (a)) if section (jii) Present values are determinedted from being marked to market) ap-
1032 prevents the taxpayer from recogunder the rules in § 1.860E—2(a)(4)plies beginning June 19, 1996.
nizing gain or loss with respect to that . (iii) Section 1.475(b)"1(b)(3) (con-
security; § 1.475(d)-1 Character of gain or l0ss.cerning certain actively traded securi-
(2) A debt instrument issued by the (a) Securities never held in connec-ties) applies beginning June 19, 1996, to
taxpayer (including a synthetic debt in-; "\ b ihe taxpayer’s activities as aSecurities held on or after that date,
strument, within  the  meaning  of 40,00 in securities. If a security is ©XCe€Pt for securities described in
§ 1.1275-6(b)(4), that § 1.1275-6(DP) c er held in connection with the tax-8 1-475(0)“1(€)(1)(i) (concerning equity
treats the taxpayer as having issued); Oﬁayer’s activities as a dealer in securiinterests issued by controlled entities). If
(3) A REMIC residual interest, or an ties, section 475(d)(3)(A) does not affec security is _ described in
interest or arrangement that is deterhe character of gain or loss from th 1.475(b)"1(e)(1)(1),  § 1.475(b)-
mined by the Commissioner to havesecurity, even if the taxpayer fails to 1(b)(3) applies only on or after Janu-
substantially the same economic Effec'identify the security under section@y 23, 1997, if the security is held on

if the residual interest or the interest 01475(b)(2). or after that date. If § 1.475(b)"1(b)(1)
arrangement is acquired on or after ) Ordinary treatment for notional C€2Ses 0 apply to a security by virtue of
January 4, 1995. principal contracts and derivatives helgthe operation of this paragraph

(b) Synthetic debt that § 1.1275-6(b)y dealers in notional principal con- (d)(1)(i), the rules of § 1.475(b)*1(b)-
treats the taxpayer as holdinglf tracts and derivatives. Section (4)(i) apply to the cessation.
§ 1.1275-6 treats a taxpayer as thg7s(d)(3)(B)(ii) (concerning the charac- (V) Except to the extent provided in
holder of a synthetic debt instrumenter of gain or loss with respect to aparagraphn (d)(1) of this section,
(within the meaning of § 1.1275-security held by a person other than i 1-475(0)"1(b)(4) (concerning changes
6(b)(4)), the synthetic debt instrument isconnection with its activities as a dealef Status) applies beginning June 19,
a security held by the taxpayer withinin securities) does not apply to a secu=~>°" . .
the meaning of section 475(c)(2)(C)rity if § 1.47)5(b)—1(c) an%p%e absence (2) Section 1.475(b)*1(c) (concerning

(c) Negative value REMIC residualsof a determination by the Commissiones€curities deemed not held for invest-
acquired before January 4, 1995A prevent section 475(b)(1)(A) from ap-Ment by dealers in notional principal
REMIC residual interest that is de-plying to the security. contracts and derivatives) applies to se-
scribed in paragraph (c)(1) of this sec- curities acquired on or after January 23,
tion or an interest or arrangement that i§ 1.475(e)-1 Effective dates. 1997. _ _
determined by the Commissioner to (a) and (b) [Reserved] (3) Section 1.475(b)-1(d) (concerning

have substantially the same economic . _the special rule for hedges of another
effect is not a security within the mean- (c) Section 1.475(a)-3 (concerningmember’s risk) is effective for securities

ing of section 475(c)(2). acquisition by a dealer of a securityacquired, originated, or entered into on
L ) . . with a substituted basis) applies to secuor after January 23, 1997.

(1) Description.A residual interest in g acquired, originated, or entered (e) Section 1.475(b)-2 (concerning
a REMIC is described in this paragraphnig o or after January 4, 1995. identification of securities that are ex-
(C).(l) if, on the dat_e the taxpayer ac- (d) Except as provided elsewhere irempt from mark to market treatment)
quires the reS|du§1I' interest, thg present i paragraph (d), § 1.475(b)1 (con-applies as follows:
value_q[f Jhe_tﬁnﬁ'c;g?‘edthtax t“ab'“tt'es cerning the scope of exemptions from (1) Section 1.475(b)-2(a) (concerning
2:232'%89 S\L,Jvlfn ofi Ing the INterest €Xihe mark-to-market requirement) applieshe general rules for identification of

to taxable years ending on or aftetasis for exemption from mark to mar-

(i) The present value of the expectethecemper 31, 1993. ket treatment) applies to identifications
future distributions on the interest; and (1) section 1.475(b)"1(b) applies asmade on or after July 1, 1997.
(i) The present value of the antici-follows: (2) Section 1.475(b)-2(b) (concerning

pated tax savings associated with hold- (j) Section 1.475(b)“1(b)(1)(i) (con- time for identifying a security with a

ing the interest as the REMIC generategerning equity interests issued by aubstituted basis) applies to securities

losses. related person) applies beginning Junacquired, originated, or entered into on
(2) Special rules applicable to nega-19, 1996. If, on June 18, 1996, aor after January 4, 1995.

tive value REMIC residuals acquiredsecurity is subject to mark-to-market (3) Section 1.475(b)-2(c) (concerning

before January 4, 1995Solely for pur- accounting and, on June 19, 1996identification in the context of integrated

poses of this paragraph (¢c)— § 1.475(b)-1(b)(1) begins to apply totransactions under § 1.1275-6) applies
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on and after August 13, 1996 (theJanuary 4, 1995; and the integratedection 731.—Extent of
effective date of § 1.1275-6). transactions that are referred to irRecognition of Gain or Loss on

(f) [Reserved]. 88 1.475(c)-2(a)(2) and 1.475(c)-2(b)Pistribution

(9) Section 1.475(b)-4 (concerningexist only after August 13, 1996 (the,s crr 1.731-2: Partnership distribution of mar-
transitional issues relating to exempeffective date of § 1.1275-6). ketable securities.

tions) applies to taxable years ending on () Section 1.475(d)-1 (concerningT 5. 8707

or after December 31, 1993. : :
(h) Section 1.475(c)-1 applies as fol_the character of gain or loss) applies to

lows: taxable years ending on or after DecempepARTMENT OF THE TREASURY
(1) Except as otherwise provided inoer 31, 1993. Internal Revenue Service

this paragraph (h)(1), & 1.475(c)-1(a 26 CFR Part 1

(concerning the dealer-customer rela: ART 602—OMB CONTROL

tionship) applies to taxable years beginNUMBERS UNDER THE Distribution of Marketable

ning on or after January 1, 1995. PAPERWORK REDUCTION ACT Securities by a Partnership
(i) [Reserved]. Par. 4. The authority citati AGENCY: Internal R Servi
Y - . 4. y citation for part . Interna evenue ervice
(i) Section 1.475(c)-1(a)(2)(ii) (illus- . . IRS). Treasury.

trating rules conceming  the dealer-602 cont!nues to read as follows: (IRS), Yy

customer relationship) applies to taxable Authority: 26 U.S.C. 7805. ACTION: Final regulations.

31/(5325 beginning on or after June 20,amP(_:.fo]raéf>(.j Lr;§ 602.101 paragraph (c) ISUMMARY: This document contains
. B i : _ final regulations providing rules for
(i) (A) Section 1.475(C)-1(a)(3) ap- 1. Removing the following entry parmnership distributions of marketable

plies to taxable years beginning on Okom the table:

after June 20, 1996, except for transac- securities under section 731(c) of the

Internal Revenue Code of 1986, as

tions I_t()jet;/\/((ajen members of the samg 02,101 OMB Control numbers. amended, and for determining when
Co?s;);:;etragnrgggions between mem- those distributions are taxable to the

; LA T S distributee partner. The regulations re-
bers of the same consolidated group, Q) * * * flect changes to the law made by the
paragraph 8 1.475(c)-1(a)(3) applies to

Uruguay Round Agreements Act enacted

taxable years beginning on or aftelCFR part or section where Current OMB
December_24, 1996. ~ identified and described control No. on December 8, 1994.
(2) Section 1.475(c)-1(b) (concerning % x x % DATES: These regulations are effective
sellers of nonfinancial goods and ser4.475@)-2T ............... 1545-1422 on December 26, 1996.
vices) applies to taxable years ending on ook oxox
or after December 31, 1993. FOR FURTHER INFORMATION CON-
(3) Except as otherwise provided in 5> Adding an entrv in numerical OrderTACT: Terri A. Belanger or William M.
this paragraph (h)(3), § 1.475(c)-1(c) *: Ing y In numer Kostak at (202) 622-3080 (not a toll-

(concerning taxpayers that purchase s&9 the table to read as follows: free number).

curities but engage in no more tha

negligible sales of the securities) applie 602.101 OMB Control numbers. SUPPLEMENTARY INFORMATION:
to taxable years ending on or after Backaround
December 31, 1993. L g
(i) Section 1.475(c)-1(c)(3) (special (c) *** This document amends 26 CFR part 1
rules for members of a consolidatedcrr part or section where current oMB  t0 provide rules relating to the treatment

group) is effective for taxable years of partnership distributions of market-
beginning on or after December 24, — able securities under section 731(c). Un-
1996. der section 731(a), in the case of a

identified and described control No.

(i) A taxpayer may rely on the rules 1.475(0) 4';"';"";"';" o 1496 distribution by a partnership to a part-
set out in § 1.475(c)-1T(b) (as con- ner, gain is recognized to the partner
tained in 26 CFR part 1 revised April 1, only to the extent that any money
1996) for taxable years beginning before Margaret Milner Richardson, distributed exceeds the adjusted basis of
January 23, 1997, provided the taxpayer Commissioner of Internal Revenuethe partner’s interest in the partnership.
applies that paragraph reasonably and Prior to the enactment of section 731(c),
consistently. marketable securities were not consid-

(4) Section 1.475(c)-1(d) (concerningApprOVG(j December 6, 1996. ered money and, therefore, the distribu-
the issuance of life insurance products) ) tion of marketable securities by a part-
applies to taxable years beginning on or . ~ Donald C. Lubick, nership to a partner was not a taxable
after January 1, 1995. Acting Assistant Secretary of theevent. Section 731(c) now treats a part-

(i) Section 1.475(c)-2 (concerning the Treasury. nership distribution of marketable secu-

definition (_)f security) applies to taxable(F”ed by the Office of the Federal Register onfities as a dlstrlbut_lon of money and as
years ending on or after December 3lpecember 23, 1996, 8:45 a.m., and published i taxable event if the value of the
1993. By its terms, however, the issue of the Federal Register for December 24jistributed securities exceeds the ad-

§ 1.475(c)-2(a)(3) applies only to re-1996, 61 F.R. 67715) justed basis of the partner’s interest in
sidual interests or to interests or ar- the partnership. Section 731(c) also pro-
rangements that are acquired on or after vides several exceptions to the general
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rule that a distribution of marketabletransferred in a nonrecognition transacef a section 708(b)(1)(B) termination. In
securities will be treated as a distribution. The final regulations provide that if response to these comments, the final
tion of money. the value of money and marketableregulations provide that a section
On January 2, 1996, the IRS pub-securities transferred in a nonrecognitiorr08(b)(1)(B) termination does not have
lished in theFederal Register (61 FR transaction is less than 20 percent of thany effect on a partnership’s qualifica-
28) a notice of proposed rulemakingtotal amount of all property transferredtion for the exceptions under section
(PS-2-95) to provide guidance regardin exchange for the distributed security,731(c). In addition, a deemed distribu-
ing section 731(c). A number of publicthe entire value of the distributed secution occurring as a result of a section
comments were received concerning thaty will qualify for the nonrecognition 708(b)(1)(B) termination will not be
proposed regulations. However, the pubtransaction exception under § 1.731-subject to section 731(c).
lic hearing scheduled for April 3, 1996, 2(d)(1)(ii) of the final regulations. Several comments suggested that the
was cancelled because no one requestedSeveral commentators also suggestetD-percent test in the investment part-
to speak. After consideration of thethat the five-year rules of 8§ 1.731-nership look-through rule under
written comments received, the propose@(d)(2) and (3) of the proposed regula8 1.731-2(e)(4) of the proposed regula-
regulations are adopted as revised btions be eliminated. Section 1.731-tions should be modified or eliminated.

this Treasury decision. 2(d)(2) of the proposed regulationsA partnership can qualify for the invest-
) - provided that a marketable security thatment partnership exception only if it has
Explanation of Provisions was acquired in a nonrecognition transnever been engaged in a trade or busi-

action in exchange for other propertyness and substantially all of its assets
and distributed within five years by theare investment assets. Under the pro-
The proposed regulations providepartnership would not be subject toposed regulations, a partnership is
rules for determining when and thesection 731(c). Section 1.731-2(d)(3) ofreated as engaged in a trade or business
extent to which a distribution of market-the proposed regulations provided that angaged in by, or as holding a propor-
able securities by a partnership to anarketable security that was acquired byionate share of the assets of, a lower-
partner will be treated as a distributionthe partnership before it became activelyier partnership in which the partnership
of money for purposes of section 731(ajtraded would also not be subject tcholds a partnership interest unless the
Although modified in response to com-section 731(c) if it was distributed by upper-tier partnership does not partici-
ments, the final regulations generallythe partnership within five years ofpate in the management of the lower-
adopt the rules contained in the probecoming actively traded. One commentier partnership and the interest held by
posed regulations. tator, for example, argued that a securityhe upper-tier partnership is less than 10
is no less a substitute for the underlyingpercent of the total profits and capital
assets in a nonrecognition transactiomterests in the lower-tier partnership.
Several comments requested that thafter five years than before five yearsAccording to the comments, the require-
IRS reconsider the requirement inThese five- year rules were included irment that the upper-tier partnership not
§ 1.731-2(d)(2)(ii)) of the proposedthe proposed regulations because of agbarticipate in the management of the
regulations that a marketable securityninistrative concerns. For example, ilower-tier partnership should be suffi-
must be actively traded on the date ofmay be difficult, after the passage ofcient to ensure passive ownership of the
distribution to qualify for the “nonrec- many years, for taxpayers or the IRS tanterest in the lower-tier partnership.
ognition transaction” exception to sec-determine the circumstances in which &he commentators further argued that
tion 731(c). Because of this rule, finan-partnership acquired a particular secuewnership of more than 10 percent of
cial instruments (securities) that areity. Moreover, it is not clear whetherthe capital and profits interest in a
treated as marketable securities underertain exceptions should apply to dower-tier partnership may still be con-
section 731(c)(2)(B) on the date ofdistribution of securities if those securi-sistent with passive ownership. After
distribution, but that are not activelyties were acquired by a partnershigonsideration of these comments, the
traded, would not qualify for this excep-many years ago and are now distributefinal regulations modify the rule in the
tion. Commentators suggested that thto a partner who was not a partner aproposed regulations to increase the
final regulations should not include thisthe time the securities were acquiredthreshold ownership percentage amount
requirement or should include a moreThese administrative concerns remaifrom 10 to 20 percent.
narrowly drafted provision. In responsevalid, and a five year time limitation In response to a comment, the final
to these comments, the final regulationprovides a reasonable and simple soluegulations clarify that an interest in a
provide that a security that falls withintion to such problems. Therefore, thdower-tier partnership that qualifies for
the definition of marketable securityfinal regulations retain both five-yearthe exception to the investment partner-
may qualify for the exceptions underrules. ship “look-through” rule is treated as
§ 1.731-2(d) of the final regulations One comment requested clarificatioreligible property for purposes of deter-
even if the security is not actively regarding whether a section 708(b)(1)mining whether the partner who contrib-
traded on the date of distribution. An(B) termination affects a partnership’suted the lower-tier partnership interest is
anti-stuffing rule has been added tayualification for the exceptions underan eligible partner of the upper-tier
address the concern to which the§ 1.731-2(d) and (e) of the regulationsinvestment partnership.
actively-traded requirement of the pro-Another commentator suggested that the One commentator recommended that
posed regulations was directed. regulations be modified to provide thatthe regulations include an example that
Several comments also suggested thatarketable securities will not be treatedllustrates the section 732(a)(2) ordering
§ 1.731-2(d)(2) of the proposed regulaas money when there is a deemedules for distributions that include
tions should allow a de minimis amountdistribution of marketable securities bymoney, marketable securities and other
of cash and marketable securities to bthe terminating partnership as the resulproperty, and to clarify whether market-
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able securities are treated as money fdfl. Effective dates ties and such securities are taken into
purposes of section 732(a)(2). Because In general, section 731(c) applies taccount at their fair market value as of
the statute and the regulations provide,. t'bg " ' q fter D ppb E;’the date of the distribution.
that marketable securities are treated Sgr"l lfl_'r?ns ma Ft.a er ecf(ramt_er f ' (b) Reduction of amount treated as
money only for purposes of sections distributioensser;?a%%aolr?rtl)sr gltfereDi%gribanoney—(l) Aggregation of securities
731(a)(1) and 737, no additional ©X56 1096 However. taxpavers mav a [:or purposes of section 731(c)(3)(B)
amples are necessatry. I ' th .I £ thi ' ? yt di ty'b Pand this paragraph (b), all marketable
One comment suggested that the ey the Tules ot this Section 1o diSbU- co0\rities  held by a partnership are
fective date of the regulations should b ions made afttt)ar December 8, 1994, an eated as marketable securities of the
the same as the effective date of sectio efore December 26, 1996. same class and issuer as the distributed
731(c) because the regulations contai ; security.
guidance for the various exceptions pro-g pecial Analyses (2) Amount of reductionThe amount
vided for by the Internal Revenue Code. It has been determined that this Treaef the distribution of marketable securi-
In response to this comment, the finaury decision is not a significant regulaties that is treated as a distribution of
regulations provide that, for the periodtory action as defined in EO 12866.money under section 731(c) and para-
between the effective date of the statuTherefore, a regulatory assessment is ngraph (a) of this section is reduced (but
tory provision and the effective date ofrequired. It also has been determinediot below zero) by the excess, if any,
these regulations, taxpayers may applthat section 553(b) of the Administrativeof—
the rules contained in these regulationd?rocedure Act (5 U.S.C. chapter 5) does (i) The distributee partner’s distribu-
Another comment suggested that thé&ot apply to these regulations, and betive share of the net gain, if any, which
final regulations should make clear thatause the notice of proposed rulemakingvould be recognized if all the market-
the rules in the investment partnershipreceding the regulations was issuedble securities held by the partnership
exception apply with respect to all prop-prior to March 29, 1996, the Regulatorywere sold (immediately before the trans-
erty contributed to, or held by, a partnerFlexibility Act (5 U.S.C. chapter 6) does action to which the distribution relates)
ship at any time (including any periodnot apply. Pursuant to section 7805(f) oby the partnership for fair market value;
prior to the enactment of sectionthe Internal Revenue Code, the notice ofver
731(c)). The IRS and Treasury believeproposed rulemaking preceding these (ii) The distributee partner’s distribu-
that this is sufficiently clear from the regulations was submitted to the Smaltive share of the net gain, if any, which
statutory language, and an explicit stateBusiness Administration for comment onis attributable to the marketable securi-

ment to this effect in these regulations igts impact on small business. ties held by the partnership immediately
not necessary and may be confusing. . . after the transaction, determined by us-
One comment requested that the regd?rafting Information ing the same fair market value as used

lations provide several examples illus- The principal authors of these regulatnder paragraph (b)(2)(i) of this section.
trating abusive transactions intended tQons are Terri A. Belanger and William (3) Distributee partner’s share of net
be covered by the anti-abuse rules of) Kostak, Office of Assistant Chief 9&in. For purposes of section
§ 1.731-2(h), and that these rules bggynsel (Passthroughs and Special IZ:31(c)(3)(B) and paragraph (b)(2) of
coordinated with the general anti-abusgystries), IRS. However, other personndhis section, a partner’s distributive
rules of § 1.701-2. After considerationfom the IRS and Treasury Departmenghare of net gain is determined—

of this comment, it has been determinegharticipated in their development. (i) By taking into account any basis
that the text of the regulations ad- v s e adjustments under section 743(b) with
equately describes several situations that respect to that partner;

would be considered abusive undeAdoption of Amendments to the Regula- (ii) Without taking into account any
these rules, and that additional example#ons special allocations adopted with a prin-
are unnecessatry. ; .. cipal purpose of avoiding the effect of

In response to several comments, thgnﬁcncdoerglgg%noﬁss. CFR part 1 1s section 731(c) and this section; and

final regulations clarify that the 90 per- ' (i) Without taking into account any
cent test of § 1.731-2(c)(2)(i) and thePART 1—INCOME TAXES gain or loss attributable to a distributed

20 percent test of 8 1.731-2(c)(2)(ii) are
determined using the gross value of the
entity’s assets, disregarding any de

that may encumber or otherwise be
allocable to those assets, other than debt
that is incurred to acquire property with
a principal purpose of avoiding or re-

T security to which paragraph (d)(1) of
Paragraph 1. The authority citation forthiS section applies.

art 1_|s amended by adding an e.ntry in (c) Marketable securities(1) In
umerical order to read as follows: I E f ion 731
Authority: 26 U.S.C. 7805. * * * general For purposes of section ()
. ; nd this section, the ternmarketable
Section 1.731-2 also issued under 2 itiesis defined i ion 731(C)(2
U.S.C. 731(c). * * * ecuritiesis defined in section ()(2).
Par. 2. Section 1.731-2 is added t (2) Actively traded For purposes of
ducing the effect of section 731(c). read : f low '_ folme | Rection 731(c) and this section, a finan-
Finally, the regulations clarify the €ad as follows. cial instrument is actively traded (and
interaction of the limitation on gain rule . ; PP thus is a marketable security) if it is of
in section 731(c)(3)(B) and the various§ 1.731-2 Partngarsh|p distributions Ofa type that is, as of the date of distribu-
; ; ) marketable securities. ; ) o )
exceptions listed in paragraph (d). The tion, actively traded within the meaning
regulations provide that any gain or loss (a) Marketable securities treated asof section 1092(d)(1). Thus, for ex-
on a distributed security that qualifiesmoney Except as otherwise provided inample, if XYZcommon stock is listed on
for an exception is not taken into ac-section 731(c) and this section, for pura national securities exchange, particular
count in determining the distributeeposes of sections 731(a)(1) and 737, thehares ofXYZ common stock that are
partner’s limitation on gain. term moneyincludes marketable securi-distributed by a partnership are market-
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able securities even if those particular (iii) The security was not a market- meets the requirements of paragraph
shares cannot be resold by theble security on the date acquired by thée)(4)(i) of this section after the contri-
distributee partner for a designated pepartnership, and the following conditionsbution, the contributed interest is treated
riod of time. are satisfied— as property specified in section
i ; (A) The entity that issued the security731(c)(3)(C)(i).
0 (SS)UtI)r;::rr](taiz'hs l||n an entity had no outstanding marketable securities (3) Trade or business activitiesFor
y all For purposes of . ) . ;
section 731(c)(2)(B)(v) and this section at the time th_e.securlty was acquired b)pL_lrposes_ of section 731(_(:)(3)((?) and
substantially all of the assets of an‘the partnership; _ this section, a partnership is not treated
entity consist (directly or indirectly) of (B) The security was held by theas engaged in a trade or business by
" artnership for at least six months bereason of—
markgtable securities, money, or both, o e gate the security became mar- (i) Any activity undertaken as an in-
only if 90 percent or more of the asset§gaple: and vestor, trader, or dealer in any asset
of the entity (by value) at the time of (c) The partnership distributed thedescribed in section 731(c)(3)(C)(i), in-
the distribution of an interest in thegecyrity within five years of the date thecluding the receipt of commitment fees,
entity consist (directly or indirectly) of security became marketable. break-up fees, guarantee fees, director’s
marketable securities, money, or both. (2) Anti-stuffing rule Paragraph fees, or similar fees that are customary
(i) Less than substantially allFor (d)(1) of this section does not apply toin and incidental to any activities of the
purposes of section 731(c)(2)(B)(vi) andhe extent that 20 percent or more of theartnership as an investor, trader, or
this section, an interest in an entity is a/alue of the distributed security is attrib-dealer in such assets;
marketable security to the extent that théltable to marketable securities or money (ii) Reasonable and customary man-
value of the interest is attributable (di-contributed (directly or indirectly) by agement services (including the receipt
rectly or indirectly) to marketable secu-the partnership to the entity to which theof reasonable and customary fees in
rities, money, or both, if less than 90d|s§rlbuted security relates after the s_eexch_ange for such management serwcgs)
percent but 20 percent or more of theurity was acquired by the par_tnershlmro_v@ed to an investment partner_sh|p
assets of the entity (by value) at the(qther than marketable securities confwithin the' meaning of section
time of the distribution of an interest intrl_bqted by the partnership that were731(c)(3)(C)(i)) in which the partnership
the entity consist (directly or indirectly) ongmally cqntrlbuted to the partnershlpholg_s a partnership interest; or
of marketable securities, money, or bothby the distributee partner). For purposes (iii) Reasonable and customary ser-
' ' of this paragraph (d)(2), money contrib-vices provided by the partnership in
(4) Value of assetsFor purposes of yted by the distributing partnership doesssisting the formation, capitalization,
section 731(c) and this section, the valu@ot include any money deemed contribexpansion, or offering of interests in a
of the assets of an entity is determinedited by the partnership as a result otorporation (or other entity) in which
without regard to any debt that maysection 752. the partnership holds or acquires a sig-
encumber or otherwise be allocable to (3) Successor securityection 731(c) nificant equity interest (including the
those assets, other than debt that iand this section apply to the distributionprovision of advice or consulting ser-
incurred to acquire an asset with af a marketable security acquired by thevices, bridge loans, guarantees of obli-
principal purpose of avoiding or reduc-partnership in a nonrecognition transacgations, or service on a company’s
ing the effect of section 731(c) and thistion in exchange for a security theboard of directors), provided that the
section. distribution of which immediately prior anticipated receipt of compensation for
(d) Exceptions—(1) In general Ex- !0 the exchange would have been exthe services, if any, does not represent a
cept as otherwise provided in paragrapePted under this paragraph (d) only teignificant purpose for the partnership’s
(d)(2) of this section, section 731(c) andhe extent that section 731(c) and thisnvestment in the entity and is incidental
this section do not apply to the distribu-S€ction otherwise would have applied tdo the investment in the entity.
tion of a marketable security if— the exchanged security. (4) Partnership tiers For purposes of
(e) Investment partnerships(l) In section 731(c)(3)(C)(iv) and this section,
general Section 731(c) and this sectiona partnership (upper-tier partnership) is
ner: do not apply to the distribution of not treated as engaged in a trade or
. . marketable securities by an investmenbusiness engaged in by, or as holding
(i) The' security was acq_u'lred by thepartnership (as defined in section(instead of a partnership interest) a
partnership in a nonrecognition ransaczzj ¢)(3)(C)(i)) to an eligible partner (asproportionate share of the assets of, a
tion, and the following conditions are yefined in~ section 731(c)(3)(C)(iii)). partnership (lower-tier partnership) in
satisfied— (2) Eligible partner—(i) Contributed which the partnership holds a partner-
(A) The value of any marketable se-services For purposes of sectionship interest if—
curities and money exchanged by the31(c)(3)(C)(iii) and this section, a part- (i) The upper-tier partnership does
partnership in the nonrecognition transner is not treated as a partner other thanot actively and substantially participate
action is less than 20 percent of thexn eligible partner solely because thén the management of the lower-tier
value of all the assets exchanged by thgartner contributed services to the partpartnership; and
partnership in the nonrecognition transnership. (i) The interest held by the upper-tier
action; and (i) Contributed partnership interests partnership is less than 20 percent of the
(B) The partnership distributed theFor purposes of determining whether dotal profits and capital interests in the
security within five years of either the partner is an eligible partner under seclower-tier partnership.
date the security was acquired by théion 731(c)(3)(C), if the partner has (f) Basis rules—(1) Partner’s basis—
partnership or, if later, the date thecontributed to the investment partnershigi) Partner’s basis in distributed securi-
security became marketable; or an interest in another partnership thaties The distributee partner’s basis in
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distributed marketable securities with reimining the contributing partner’s netof the other property and the withdrawal
spect to which gain is recognized byprecontribution gain under sectionof the other partners is, in substance,
reason of section 731(c) and this sectiod37(b). equivalent to a distribution of the securi-
is the basis of the security determined (B) Basis increase under section 737ties to the remaining partners; and
under section 732, increased by thdhe basis of the distributee partner’s (3) The distribution of multiple prop-
amount of such gain. Any increase ininterest in the partnership for purposeerties to one or more partners at differ-
the basis of the marketable securitie9f determining the amount of gain, if ent times may also be treated as part of
attributable to gain recognized by reaso@ny, recognized by reason of sectioma single distribution if the distributions
of section 731(c) and this section is731(c) (and for determining the basis ofare part of a single plan of distribution.
allocated to marketable securities in prothe marketable securities in the hands of (i) [Reserved]
portion to their respective amounts ofthe distributee partner) does not include (j) ExamplesThe following examples
unrealized appreciation in the hands ofhe increase, if any, in the partnerisillustrate the rules of this section. Unless
the partner before such increase. basis that occurs under section 737(c)(19therwise specified, all securities held
(i) Partner’s basis in partnership in- @S result of a distribution of propertyby a partnership are marketable securi-
terest The basis of the distributee part-l0 the distributee partner in a distribu-ties within the meaning of section
ner’s interest in the partnership is detertion that is part of the same distribution731(c); the partnership holds no market-
mined under section 733 as if no gairfS the marketable securities. able securities other than the securities
were recognized by the partner on the (2) Section 708(b)(1)(B)If a partner- described in the example; all distribu-
distribution by reason of section 731(c)Ship termination occurs under sectiortions by the partnership are subject to
and this section. 708(b)(1)(B), the successor partnershigection 731(a) and are not subject to
- ; will be treated as if there had been nasections 704(c)(1)(B), 707(a)(2)(B),
ad%ﬁ)staaésnlts ?; pr%r’:lr&zrs?(l)p Elrgp%rg\ilso O}ermination for purposes of section751(b), or 737; and no securities are
31(c) and this section. Accordingly, aeligible for an exception to section

gzrg]?gimﬁ (g‘r%%ertya#]n?:éosreﬁzt?dn b735,ection 708(b)(1)(B) termination will not 731(c). The examples read as follows:
y 9 =cog - y-rfflffect whether a partnership qualifies for Example 1. Recognition of gairii) A and B
phartr:je'r, '(k))r agy SteE'Upb;n the basis i ny of the exceptions in paragraphs (diP™m PartnershipAB as equal partnersA contrib-
the distributed marketable securities | : : o tes property with a fair market value of $1,000
the hands of the distributee partner, b nd (e()j gf tth[IJS t'SeCilf?nt. In addition, @and an adjusted tax basis of $298.contributes
; ; deemead aistribution that may OCCur as 81,000 cashAB subsequently purchases Security
:ieoison of section 731(c) and this SeCresult of a section 708(b)(1)(B) termina-X for $500 and immediately distributes the secu-

tion will not be subject to section 731(c) rity to A in a current distribution. The basis iNs
(g) Coordination with other sec- and this section interest in the partnership at the time of distribu-

tions—(1) Sections 704(c)(1)(B) and 1) Anti-abuse rule The provisions of oniS$250 i
737—(i) In general If a distribution (h) p (ii) The distribution of SecurityX is treated as a

. o 7' section 731(c) and this section must beistribution of money in an amount equal to the
results in the application of SeCt!OnSapp"ed in a manner consistent with theair market value of SecurityX on the date of
731(c) and one or both of Sectlonspurpose of section 731(c) and the subdistribution ($500). (The amount of the distribu-
704(c)(1)(B) and 737, the effect of thestance of the transaction. Accordingly iftlon that is treated as money is not reduced under

distribution is determined by applying 2 principal purpose of a transaction is tasoion FSHAE)E) and paragraph (b) of this
section 704(C)(1)(B) first. section 731(C) P pal purp Qection because, if Securit)X had been sold

. h achieve a tax result that is inconsistenimmediately before the distribution, there would
second, and finally section 737. with the purpose of section 731(c) and'@ve been no gain recognized B and A's

ii tion 704 1)(B)Th is of - . P distributive share of the gain would therefore have
th( )d_Ste_% (; 0 (('i)( ),( ) te ba;s_s 0th this section, the.Commlssmner Can repcen zero) As a resul recognizes $250 of gain
€ distributee partners Interest In theast the transaction for Federal tax purgnder section 731(a)(1) on the distribution ($500

partnership for purposes of determininghoses as appropriate to achieve tadistribution of money less $250 adjusted tax basis
the amount of gain, if any, recognizedresults that are consistent with the purin A's partnership interest).

by reason of section 731(c) (and forpose of section 731(c) and this section, Example 2. Rel‘z.‘;cgon in amount treated as
P . ) . -, money—in general(i an orm partnership
determining the basis of the marketabl%hether a tax result is inconsistent W'thAB as equal partnersAB subsequently distributes

Secu”t'es_m the hands F’f the distributeghe purpose of section 731(c) and thiSecurityX to A in a current distribution. Immedi-

partner) includes the increase or desection must be determined based on adlely before the distributionAB held securities

crease, if any, in the partner’s basis thafhe facts and circumstances. For exvith the following fair market values, adjusted tax
occurs under section 704(c)(1)(B)(iii) asample, under the provisions of this para?3ses: and unrecognized gain or loss:

a result of a distribution to anothergraph (h)— Value Basis  Gain (Loss)
partner of property contributed by the (1) A change in partnership alloca- SecurityX 100 70 30
distributee partner in a distribution thattions or distribution rights with respect SecurityY 100 80 20
is part of the same distribution as theo marketable securities may be treated?®cUvZ 100 110 (10)
marketable securities. as a distribution of the marketable secu- (i it AB had sold the securities for fair market

(i) Section 737¥(A) Marketable se- rities subject to section 731(c) if thevalue immediately before the distribution £ the
curities as other propertyA distribution change in allocations or distributionpartnership would have recognized $40 of net gain
of marketable securities is treated as &ghts is, in substance, a distribution of($3C 9ain on SecuritX plus $20 gain on Security
distribution of property other than the securities; ¥ minus $10 loss on Securitg). A's distributive

Is property - I . share of this gain would have been $20 (one-half
money for purposes of section 737 to (2) A distribution of substantially all of $40 net gain). IfAB had sold the remaining
the extent that the marketable securitiesf the assets of the partnership othesecurities immediately after the distribution of
are not treated as money under sectiothan marketable securities and money téecu;'tyx t°$gbth]? p‘f"””erssr"p Wou'd_ha"‘;l%lo
731(c). In addition, marketable securitiesome partners may also be treated asl‘é’;eor?aggéurit of gain on Security minus $1C

. . T .. yZ). A's distributive share of this
contributed to the partnership are treatedistribution of marketable securities tOgain would have been $5 (one-half of $10 net

as property other than money in deterthe remaining partners if the distributiongain). As a result, the distribution resulted in a
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decrease of $15 id's distributive share of the net  (ii) If ABC had sold the remaining securities 731(c)(5), no adjustment is made to partnership
gain in ABs securities ($20 net gain before immediately after the distribution of Securit(y to  property under section 734 as a result of any gain
distribution minus $5 net gain after distribution). A, the partnership would have $100 of net gairrecognized byA by reason of section 731(c) or as
(iii) Under paragraph (b) of this section, the ($200 gain on SecurityY minus $100 loss on a result of any step-up in basis in the distributed
amount of the distribution of SecuritX that is Security Z). A's distributive share of this gain marketable securities in the hands Afby reason
treated as a distribution of money is reduced byvould have been $2 (2 percent of $200 gain orof section 731(c).
$15. The distribution of Securit) is therefore Security Y minus 2 percent of $100 loss on  Example 7. Coordination with section 73{@) A
treated as a distribution of $85 of money fo SecurityZ). As a result, the distribution resulted in and B form partnershipAB. A contributes Property
($100 fair market value of Securit{ minus $15 a decrease of $5 im's distributive share of the A nondepreciable real property with a fair market

reduction). net gain inABCs securities ($7 net gain before yajye of $200 and an adjusted basis of $100 in
Example 3. Reduction in amount treated agdlistribution minus $2 net gain after distribution). exchange for a 25 percent interest in partnership
money—carried interes{i) A andB form partner-  (iv) Under paragraph (b) of this section, thecapital and profits. AB owns marketable Security

ship AB. A contributes $1,000 and provides sub-amount of the distribution of SecuritX that is
stantial services to the partnership in exchange fdreated as a distribution of money is reduced by

a 60 percent interest in partnership profits. $5. The distribution of SecurityX is therefore
contributes $1,000 in exchange for a 40 percerireated as a distribution of $995 of money #o
interest in partnership profitsAB subsequently ($1000 fair market value of Security minus $5 '
distributes SecurityX to A in a current distribu- reduction).

(i) Within five years of the contribution of
operty A, AB subsequently distributes Security
with a fair market value of $120 and an
adjusted tax basis of $100, t4 in a current
istribution that is subject to section 737. As part

tion. Immediately before the distributio®B held Example 5. Basis consequences—distribution Qf¢ o same distributionAB distributes Property’
securities with the following fair market values, marketable security(i) A andB form partnership A" ith a fair market value of $20 and an
adjusted tax bases, and unrecognized gain: AB as equal partners contributes nondepreciable o \ci04 tax basis of $0. At the time of distribu-
Value Basis Gain {gflbg;‘;egyg;vlvgg a fair market value and adjuste ion, there has been no chan_ge in the fair ma_rket
. " : o . value of PropertyA or the adjusted tax basis in
Security X 100 80 20 (i) AB subsequently distributes Securi¥ywith A's interest in the partnership
SecurityY 100 90 10 a fair market value of $120 and an adjusted tax '

basis of $90 toA in a current distribution. At the (i) If AB had sold Securityx for fair market
(i) If AB had sold the securities for fair market time of distribution, the basis is interest in the Value immediately before the distribution £ the
value immediately before the distribution & the  partnership is $100. The amount of the distributiorP?rm_ers_h'p_ would have recognized $20 of gain.
partnership would have recognized $30 of net gaithat is treated as money is reduced under sectighs distributive share of this gain would have been
($20 gain on Securit) plus $10 gain on Security 731(c)(3)(B) and paragraph (b)(2) of this sectior®> (25 percent of $20 9}3'”?- Becaus® has no
Y). A's distributive share of this gain would have by $15 (one- half of $30 net gain in Securi). Other marketable securitiesys distributive share
been $18 (60 percent of $30 net gain).AB had As a result,A recognizes $5 of gain under sectionOf 9ain in partnership securities after the distribu-
sold the remaining securities immediately after th’31(a) on the distribution (excess of $105 distribu{ion would have been $0. As a result, the distribu-
distribution of SecurityX to A, the partnership tion of money over $100 adjusted tax basisAls  tion resulted in a decrease of $5 Ais share of
would have $10 of net gain ($10 gain on Securitypartnership interest). the net gain inAB's securities ($5 net gain before
Y). A's distributive share of this gain would have (i) A's adjusted tax basis in Security is $95 distribution minus $0 net gain after distribution).
been $6 (60 percent of $10 net gain). As a resul{$90 adjusted basis of SecuritX determined Under paragraph (b)(2) of this section, the amount
the distribution resulted in a decrease of $12 irunder section 732(a)(1) plus $5 of gain recognize@ the distribution of SecuritX that is treated as a
A's distributive share of the net gain iABs by A by reason of section 731(c)). The basisais  distribution of money is reduced by $5. The
securities ($18 net gain before distribution minusnterest in the partnership is $10 as determinedistribution of SecurityX is therefore treated as a

$6 net gain after distribution). under section 733 ($100 pre-distribution basidistribution of $115 of money toA ($120 fair
(i) Under paragraph (b) of this section, theminus $90 basis allocated to Securily under Market value of SecuritX minus $5 reduction).
amount of the distribution of SecuritX that is section 732). The portion of the distribution of the marketable

treated as a distribution of money is reduced by Example 6. Basis consequences—distribution GieCUrty that is not treated as a distribution of

$12. The distribution of Securit)X is therefore marketable security and other propertfi) A and money ($5f) is _tre§t3e7d as other property for
treated as a distribution of $88 of money o B form partnership AB as equal partnersA PUTPOSes of section 737. .
($100 fair market value of Security minus $12 contributes nondepreciable real property, with a (V) A recognizes total gain of $40 on the

reduction). fair market value of $100 and an adjusted taxdistribution. A recognizes $15 of gain under
Example 4. Reduction in amount treated agasis of $10. section 731(a)(1) on the distribution of the portion
money—change in partnership allocatiorf§ A is (i) AB subsequently distributes Securdywith ~ Of SecurityX treated as money ($115 distribution

admitted to partnershipBC as a partner with a 1 a fair market value and adjusted tax basis of $4@f money less $100 adjusted tax basis As
percent interest in partnership profits. At the timeto A in a current distribution and, as part of thePartnership interest)A recognizes $25 of gain
of A's admission, ABC held no securiiesABC same distributionAB distributes Property to A under section 737 on the distribution of Property
subsequently acquires Securil¢ A's interest in  With an adjusted tax basis and fair market value oftnd the portion of SecuritX that is not treated as
partnership profits is subsequently increased to $40. At the time of distribution, the basis s ~Money.As section 737 gain is equal to the lesser
percent for securities acquired after the incredse. interest in the partnership is $18.recognizes $30 ©Of (i) A's precontribution gain ($100) or (ii) the
retains a 1 percent interest in all securities acof gain under section 731(a) on the distributionexcess of the fair market value of property
quired before the increaseABC then acquires (excess of $40 distribution of money over $1oreceived ($20 fair market value of Propeiyplus
SecuritiesY and Z and later distributes Securit¢ ~ adjusted tax basis iA's partnership interest). $5 portion of SecurityX not treated as money)
to A in a current distribution. Immediately before (i) A's adjusted tax basis in Securityis $35 Over the adjusted basis ils interest in the
the distribution, the securities held b4BC had ($5 adjusted basis determined under sectioR@rtnership immediately before the distribution
the following fair market values, adjusted tax732(a)(2) plus $30 of gain recognized by by ($100) reduced (but not below zero) by the
bases, and unrecognized gain or loss: reason of section 731(c)ps basis in Propertyy ~amount of money received in the distribution
is $5, as determined under section 732(a)(2). ThEb115).

Value Basis Gain (Loss) basis in A's interest in the partnership is $0 as (v) A's adjusted tax basis in Securiy is $115
Security X 1,000 500 500 determined under section 733 ($10 pre-distributiorf$100 basis of SecurityX determined under sec-
SecurityY 1,000 800 200 basis minus $10 basis allocated between Securitjon 732(a) plus $15 of gain recognized by reason
SecurityZ 1,000 1,100 (100) X and PropertyZ under section 732). of section 731(c)). As adjusted tax basis in

(iv) ABs adjusted tax basis in the remainingPropertyY is_$0 under sectior_] 7_32(a). The basis i_n
(i) If ABC had sold the securities for fair partnership assets is unchanged unless the partnéys interest in the partnership is $25 ($100 basis
market value immediately before the distributionship has a section 754 election in effect. AB  before distribution minus $100 basis allocated to
to A, the partnership would have recognized $600nade such an election, the aggregate basikR¥ Securlt_y X under section 732(a) plus $25 gain
of net gain ($500 gain on Securitf plus $200 assets would be increased by $70 (the differenceecognized under section 737).
) K disrbutive Share of this gan would have PropertyZ n the hands of the partnership pefore_ (0 Effective date This section ap-
been $7 (1 percent of $500 gain on Secury the distribution and the $10 combined basis of th lies to distributions made on or after
plus 2 percent of $200 gain on Securltyminus 2 distributed property in the hands of under D€cember 26, 1996. However, taxpayers
percent of $100 loss on Securif). section 732 after the distribution). Under sectionmay apply the rules of this section to
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distributions made after December 8SUPPLEMENTARY INFORMATION: taxable years of foreign corporations
1994, and before December 26, 1996. ) beginning after December 31, 1986.
Paperwork Reduction Act On March 2, 1988, temporary regula-

Margaret Milner Richardson, The collections of information con- ions (T.D. 8178 [1988-1 C.B. 313])
Commissioner of Internal Revenuetained in these final regulations have€/ating to the deemed sale election
been reviewed and approved by th&inder section 1291(d)(2)(A), in addition

Approved November 27, 1996. Office of Management and Budget into elections under sections 1294, 1295,

accordance with the Paperwork Reduc2nd 1297, were published in tiiederal

Donald C. Lubick, tion Act (44 U.S.C. 3507) under control R€gister (83 FR 6770). A notice of
Assistant Secretary of thenumbers 1545-1028 and 1545- 1304r0Posed rulemaking (INTL-941-86

Treasury (Tax Policy). All of these paperwork requirements/988-1 C.B. 916]) cross-referencing
. . _ will be consolidated under control num-the temporary regulations was also pub-
(Filed by the Office of the Federal Register ony o 1545 1207 Responses to these Cd|§hed in the Federal Register for the
December 24, 1996, 8:45 a.m., and published i~ . L ; same day (53 FR 6781).
the issue of the Federal Register for December Zéecnons of information are mandatory- o) ;
' n April 1, 1992, temporary regula-
1996, 61 F.R. 67936) An agency may not conduct or spon-. TD. 8404 119991 CB. 296
sor, and a person is not required tcg'olni. ( .t ' both th[ d — d. : | ])d
respond to, a collection of information"&'ating 1o bo e deemed sale an
unless the collection of information dis-96émed dividend elections under section

Section 1291.—Interest on Tax plays a valid control number. '12?h1(d|:)(?j)(A)l gnd_(?), SV;elr:eR pluobgigged
Deferral The estimated annual burden per rel! et_e eraf egister ( q | k').
spondent varies from .75 hour to 1 hourA notice ol ~proposed - ruiemaxing

depending on individual CirCUmStanCGS,(;ONI_LB_794:[L1_98962;_:ILNT(I:__B656]18274;])”\:;I(;;S_
T.D. 8701 with an estimated average of .76 hour'eferencing the temporary regulations

Comments concerning the accuracy of ; i .
DEPARTMENT OF THE TREASURY this burden estimate and suggestions f@’?’ﬁhz“;’gfnheeg;; (t5h7d: Fegelri"oz‘;g's‘ter

. : . 0
Internal Revenue Service reducing this burden should be sent to Written comments responding to these
notices were received. No public hearing

26 CFR Parts 1 and 602 the Internal Revenue Service, Attn:
was held for the notice of proposed

26 CFR 1291-9: Deemed dividend election.

IRS Reports Clearance Officer, T:FP,

Treatment of Shareholders of Washington, DC 20224, and to th@f- : .
Certain Passive Foreign Investment fice of Management and BudgetAttn: 2”%?&'@”%5;?#?5&; nhl;/llgrclg o%/,erlnglJSeSr.
Companies Desk Officer for the Department of the23, 1992, for the notice of proposed

Treasury, Office of Information and

AGENCY: Internal Revenue ServiceRegulatory Affairs, Washington, DC
(IRS), Treasury 20503.

Books or records relating to this col-

ACTION: Final and temporary regula-|ection of information must be retained

tions. as long as their contents may becomgponding temporary regulations are re-

SUMMARY: This document contains fi. material in the “administration of any .04 “sypstantive revisions are dis-
) . internal revenue law. Generally, tax re- d bel Il oth .
nal regulations that provide rules fory,;ns and tax return information areC Sotd PEIOW. All other revisions are

making the deemed sale and deemed ¢ : : stylistic, and are primarily intended to
dividend elections under sectionGlggdemlal' as required by 26 US-Ciconform — the regulations  under

rulemaking published April 1, 1992.

After consideration of all the comments,
the proposed regulations under section
1291(d)(2) are adopted as revised by
this Treasury decision, and the corre-

1291(d)(2). These regulations reflect ' § 1.1291-10 to those under § 1.1291-9.
changes to the law made by the Taxgackground : - -
Reform Act of 1986 and the Technical 9 Explanation of Provisions and Revisions

and Miscellaneous Revenue Act of This document contains final regula—and Summary of Comments

1988, and apply to a shareholder of dons to be added to the Income Taﬁ' Introduction

passive foreign investment companyRegulations (26 CFR part 1) unde _ _
(PFIC) that elects under section 1295 t&ection 1291(d)(2) of the Internal Rev- A shareholder of a foreign corporation

treat the PFIC as a qualified electingenue Code. The final regulations providehat qualifies as a PFIC under the
fund (QEF) for a taxable year after thefules for making a deemed sale oincome or asset test of section 1296 is
first taxable year during the shareholddeemed dividend election to purge aubject to the special interest charge
er's holding period that the foreignshareholder’s holding period of stock ofregime of section 1291 with respect to
corporation was a PFIC. a PFIC of those taxable years duringertain distributions by the PFIC and
which the PFIC was not a QEF. The Taxdispositions of the stock of the PFIC.
DATES: These regulations are effectiveReform Act of 1986 added sectionProvided the PFIC complies with certain
December 27, 1996. 1291(d)(2)(A), relating to the deemedelection requirements, a shareholder may
Applicability: For the specific dates sale election, effective for taxable yearslect under section 1295 to treat the
of applicability, see §§ 1.1291-9(k) andof foreign corporations beginning afterPFIC as a QEF. If the election is made,
1.1291-10(). December 31, 1986. The Technical antdhe shareholder is subject to the current
Miscellaneous Revenue Act of 1988inclusion regime of section 1293. If the
FOR FURTHER INFORMATION amended section 1291(d)(2) to add newhareholder makes the section 1295
CONTACT: Gayle Novig, (202) 622- section 1291(d)(2)(B), relating to theelection for the first year of its holding
3880 (not a toll-free number). deemed dividend election, effective forperiod for the foreign corporation during
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which year the foreign corporation is aa. Qualification Date b. Elections made with respect to

PFIC, the shareholder is only subject to The 1088 t ati q former PFICs

PFIC taxation under the current inclu- e eémporary regulations unaer ,

sion regime. Such a PFIC isgedigreed 8 1.1291-10T provided that, in general, Section 1.1291-9(h) of the proposed

ulations provides that a shareholder
QEF with respect to the shareholder(h® date of the deemed sale, referred ﬁ%not 2pply the deemed dividend rules

Hovv_ever, if the sh_areholder makes thé&s the quallflcatlon date, is the first da of section 1291(d)(2)(B) to purge PFIC
section 1295 election for a later yearOf the first taxable year of the corpora-.. & pursuant to section 1297(b)(1)
the shareholder is subject to both thdon that it is treated as a QEF unde#rom' the stock of a foreign corporation
interest charge regime of section 129 €ction 1295 (first QEF year). However,, longer is a PFIC under either the
and the current inclusion regime ofthe temporary and proposed amendjqqet or jincome test of section 1296(a),
section 1293. Such a PFIC is arfnents to 8 1.1291-10T published in, i whose stock nevertheless is treated
unpedigreed QEFwith respect to the 1992 changed the qualification date for,g giock of a PFIC with respect to a
shareholder. To limit its PFIC taxation€lections made after May 1, 1992, to thghareholder pursuant to section
to the current inclusion regime of secfirst day of the taxable year for which 1297(b)(1) (former PFIC). In addition,
tion 1293, a shareholder that makes thi® shareholder made the QEF electioghe proposed regulations provide that the
section 1295 election may also make &Shareholder’s election year). Similarly,section 1291(d)(2)(B) election cannot be
section 1291(d)(2) election to purge jtgunder the temporary and DY_QDO_Sedn'ade with respect to a corporation that
holding period of the years, or parts of8 1.1291-9 regulations, the qualificationwill not qualify as a PFIC under section
years, before the effective date of th&late is the first day of the shareholder'sl296(a)(1) or (2) in the first QEF year.
QEF election during which the foreigneleCt'on year. Severgl commenters disagreed with
corporation was a PFIC (nonQEF years). Commenters described a potentialhe position taken in § 1.1291-9(h) of
Thereafter, the PFIC will be treated as ®roblem with the designation of the firstthe proposed regulations. ~Section
pedigreed QEF with respect to theday of the shareholder’s election year aé.1291- 9(i)(1) of the final regulations
shareholder. the qualification date where the corporadoes not accept these comments and

) . tion and the shareholder have differeng@dopts the rule of the proposed regula-
Section 1291(d)(2) provides twoayaple vears. In this circumstance, théion denying application of the rules of

methods to purge the nonQEF yearsrging election would not avoid appli- section 1291(d)(2)(B) for purposes of a
from a shareholder’s holding period ofcation of the interest charge regime tgection 1297(b)(1) election. In addition,
PFIC stock. A shareholder may elecijistributions and dispositions during the§ 1.1291-9())(2) modifies the rule of
under section 1291(d)(2)(A) to beperiod between the first day of theproposed regulation § 1.1291-9(h)(2) to
treated as having sold the stock of theorporation’s first QEF year and the firstclarify that the section 1295 and 1291-
PFIC. The gain on the deemed sale iglay of the shareholder’s election year(d)(2)(B) elections cannot be made with
subject to the interest charge regime and |n response to comments, the finafeSPect to a former PFIC. Section
therefore taxed as an excess distributiofegulations adopt the definition of quali-1-1291-10(h) of the final regulations
under section 1291. Alternatively, if thefication date used in the 1988 temporarﬁdopts a similar rule, clarifying that a
PFIC is a controlled foreign corporationregulations for purposes of both theShareholder of a former PFIC cannot
(CFC), any U.S. person that is a sharedeemed sale and deemed dividend elefake the section 1295 and 1291(d)-
holder of the PFIC may elect undertions made on or after January 27, 199742)(A) elections. Thus, section 1295 and
section 1291(d)(2)(B) to be treated agor the period after March 31, 1995, tos€ction 1291(d)(2) elections may only
receiving a dividend in the amount of itsJanuary 26, 1997, the final regulations’® made with respect to a foreign
pro rata share of the post-1986 undisadopt the definition of qualification dateco:jporatlon_that is a PFIC bz’j_der'”'“%”
tributed earnings and profits of theof the 1992 temporary regulations. mgn er dsecnlon |12?.6' A?cor Itngy,lztgi
PFIC. The deemed dividend is taxed tdddition, the final regulations permit a %‘?{‘;‘ienf;rfs the on meane b which.
the shareholder as an excess distributiothareholder that made the deemed Sa(eshareholder ma u); e a form)ér PEIC
under the interest charge regime. I€F deemed dividend election after Mayaf_ " may purg
its PFIC taint.
either election is made, the shareholder’&' 1992 and on or before January 277

holding period is treated, for purposes of-297; t0 amend its election and treat the

P eemed sale or deemed dividend aS
g;ethF;FLCeéﬂgz g;eb%?g?\;?dgeﬁg Egﬁa?iﬁfgccurring on the first day of the PFIC's The final regulations, in response to

cation date) first QEF year, provided the periods ofcomments, clarify that a shareholder
' limitations on assessment for the taxablenay make the deemed dividend election
year that includes that date and for thgrovided the PFIC qualifies as a CFC
shareholder’s election year have not exfor its first QEF year.
Section 1.1291-9 provides the rulegired.
for making the deemed dividend elec- In response to comments, the fina
tion under section 1291(d)(2)(B) withregulations also clarify that if the share- In response to comments, the final
respect to a PFIC that is a CFC. Sectioholder’s holding period under sectionregulations clarify the time for making
1.1291-10 provides the rules for makingl223 includes the first day of the firstthe deemed sale and dividend elections.
the deemed sale election under sectioQEF year, the shareholder will beThe regulations provide that if the
1291(d)(2)(A). The final regulations treated as holding the stock on that dateshareholder and the PFIC have the same
generally follow the proposed regula-Therefore, the shareholder may make taxable year, and therefore the first day
tions with the exceptions described besection 1291(d)(2) election for the firstof the shareholder’s election year and
low. QEF year. the qualification date are the same, the
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2. Revisions to the Regulations

p. Time for making the elections



shareholder may make the election irRevenue Code, the notices of proposed (B) Reduction for previously taxed
the same return in which it makes theulemaking preceding these regulationamounts.

section 1295 election or in an amendedvere submitted to the Small Business (b) Who may make the election.
return. The regulations also provide thafdministration for comment on their (c) Time for making the election.

if the shareholder and the PFIC havempact on small business. (d) Manner of making the election.
different taxable years and therefore the _ (1) In general.
qualification date precedes the first dayPrafting Information (2) Attachment to Form 8621

(e) Qualification date.

(1) In general.

(2) Elections made after March 31,
995, and before January 27, 1997.

(i) In general.

(i) Exception.

(3) Examples.

of the shareholder’s election year, the | incinal auth f th la-
shareholder must make the deemed sa{%nseigrlgggiae a,\lljov% ooﬁiggeorfegtlﬁ:

or deemed dividend election in @NAssociate Chief Counsel (International).

amended return. If the shareholder iy, ever, other personnel from the IRS!
making the section 1291(d)(2) election,y Treasury Department participated in
in an amended return, the amende

) o eir development.
return must be filed within three years P

* * * * *

of the due date, as extended under () Adjustment to basis.
section 6081, for_ the return for_'ghe26 CFR Part 602 (9) Treatrr_\en'g of h(_)lding pferiod.
taxable year that includes the qualifica- . _ _ (h) Coordination with section 959(e).
tion date. Reporting and recordkeeping require- (i) Election inapplicable to share-
ments. holder of former PFIC.
e. Post-1986 accumulated earnings and (1) Coordination with  section
profits Adoption of Amendments to the Regula;297(p)(1).
tions
The proposed regulations provide that ] (.2) DFOf.m?t?f PFIC.
the shareholder’s old holding period for Accordingly, 26 CFR parts 1 and 602 8) Pea'sns'."’ensfbre.  investment. com.
purposes of the PFIC rules ends on thare amended as follows: oany (PFICI;/ 'gn v
lificati I i h '
qualification date, but also provide t atPART 1—INCOME TAXES (2) Types of PFICs.

its new holding period begins on the : e X
P . L (i) Qualified electing fund (QEF).
qualification date. These rules may have paragraph 1. The authority citation (if) Pedigreed QEF.

caused confusion concerning the lasfor part 1 is amended by removing the i X

day of the holding period for purposesentry for section 1.1291-9T and the E:U)) ggfrﬁglrg;elzengEF'
of determining post-1986 accumulatetentry for sections 1.1291-10T, 1.1294— (3) Shareholder.
earnings and profits. The final regula-1T, 1.1295-1T, and 1.1297-3T, and by (k) Effective date
tions revise the holding period rules toadding entries in numerical order to read '

proyide that the shareholder’'s holdinggs follows: § 1.1291-10 Deemed sale election.
period ends on the day before the Authority: 26 U.S.C. 7805 ***

qualification date for purposes of calcu-  Section 1.1291-9 also issued under 26 (8) Deemed sale election.

lating the amount of the deemed divi-y.s.Cc. 1291(d)(2). (b) Who may make the election.
dend. Section 1.1291-10 also issued under (€) Time for making the election.
26 U.S.C. 1291(d)(2). (d) Manner of making the election.

Special Analyses (e) Qualification date.

Section 1.1294-1T also issued under
(1) In general.

It has been determined that this Trea26 U.S.C. 1294. -
sury Decision is not a significant regula- Section 1.1297-3T also issued undeg[g(;% ifgt'boer}zrem?gfu;ﬂezr7Mfgg? 31,
tory action as defined in EO 12866.26 U.S.C. 1297(b)(1).*** () In ceneral y el '
Therefore, a regulatory assessment is not Par. 2. Section 1.1291-0 is added to (i) Ex?:eption.
required. It also has been determinedead as follows: ) Adjustmen.ts to basis
that section 553(b) of the Administrative (1) In general. '

Procedure Act (5 U.S.C. chapter 5) doe§ 1.1291-0 Treatment of shareholders > . .
not apply to th(ese regmaﬁoﬁs, agd beof certain passive foreign investment (2) Adjustment to basis for section

: : aae 1293 inclusion with respect to deemed
cause the notice of proposed rulemakin§ompanies; table of contents. sale election made after March 31,

preceding the regulations was issued Thjs section contains a listing of the1995, and before January 27, 1997.
prior to March 29, 1996, the Regulatoryheadings for §§ 1.1291-9 and 1.1291— (g) Treatment of holding period.
not apply. These regulations, which have holder of former PEIC

a retroactive effective date, satisfy thes 1.1291-9 Deemed dividend election. (i) Effective date.

Administrative Procedure Act's require- o )

ment in section 553(d) for good cause (&) Deemed dividend election. § 1.1291-0T [Amended]

because they provide necessary guidance(1) In general. '

for the period after March 31, 1995, and (2) Post-1986 earnings and profits de- Par. 3. Section 1.1291-0T is amended
because they are not detrimental tdined. as follows:

taxpayers. These regulations are neces- (i) In general. 1. Remove from the introductory text
sary because they provide taxpayers (ii) Pro rata share of post-1986 earnthe language “1.1291-9T, 1.1291-
with the rules needed to make thengs and profits attributable to share-10T,".

elections under section 1291(d)(2). Purholder’s stock. 2. Remove the entries for § 1.1291—
suant to section 7805(f) of the Internal (A) In general. 9T and § 1.1291-10T from the table.
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Par. 4. Section 1.1291-9 is added tits of the PFIC accumulated during anyunder section 6081, of the original re-
read as follows: portion of the shareholder’s holding pe-turn for the taxable year that includes
riod ending at the close of the daythe qualification date.
§ 1.1291-9 Deemed dividend electionbefore the qualification date and attrib- (d) Manner of making the electien
. . utable, under the principles of section(1) In general. A shareholder makes the
(a) Deemed dividend electien(1) In 1548 ang the regulations under thatleemed dividend election by filing Form
?ne;ﬁ:]a;'-rmz Sgglcotri]oﬁroxlr(\jc?:r rué‘aesct‘;g:]section, to the PFIC stock held on the8621 and the attachment to Form 8621
o qualification date. described in paragraph (d)(2) of this
1291(d)(2)(B) (deemed dividend elec-" gy peqyction for previously taxedsection with the return for the taxable
tion). Under that section, a shareholdegn,nts A shareholder’s pro rata shareyear of the shareholder that includes the
(as defined in paragraph (j)(3) of thisq¢ ihe host-1986 earnings and profits ofjualification date, reporting the deemed
section) of a PFIC that is an unpedy,e pFIC does not include any amountividend as an excess distribution pursu-
igreed QEF may elect to include iny,a+ the shareholder demonstrates to thent to section 1291(a)(1), and paying the
income as a dividend the shareholder§gyistaction of the Commissioner (in thetax and interest due on the excess
pro rata §hare of the post-1986 €arniNgmanner provided in paragraph (d)(2) ofdistribution. A shareholder that makes
and profits of the PFIC attributable 10,5 section) was, pursuant to anothethe deemed dividend election after the
the stock held on the qualification dat€yqyision of the law, previously included due date of the return (determined with-
(@s defined in paragraph (e) of this, the income of the shareholder, or ofout regard to extensions) for the taxable
section), provided the PFIC is a CoNyngiher U.S. person if the shareholderyear that includes the qualification date
trolled foreign corporation (CFC) within p,4ing period of the PFIC stock in- must pay additional interest, pursuant to
the meaning of section 957(a) for theg) qes the period during which the stocksection 6601, on the amount of the
taxable year for which the shareholdef,,q heig by that other U.S. person.  underpayment of tax for that year.
elects under section 1295 to treat the ) \who ‘may make the electio’d  (2) Attachment to Form 8621The
PFIC as a QEF (section 1295 election)spareholder of an unpedigreed QEF thathareholder must attach a schedule to
If the shareholder makes the deemef 5 CFEC for the taxable year of theForm 8621 that demonstrates the calcu-
dividend election, the PFIC will becomepp|c for which the shareholder makedation of the shareholder’s pro rata share
a pedigreed QEF with respect 10 thgne section 1295 election may make thef the post-1986 earnings and profits of
shareholder. The deemed dividend igeemed dividend election provided thehe PFIC that is treated as distributed to
taxed under section 1291 as an exceg§areholder held stock of that PFIC orthe shareholder on the qualification date
distribution recelveq on th? quallflcat!ont e qualification date. A shareholder ispursuant to this section. If the share-
date. The excess distribution determ'”e(s{’eated as holding stock of the PFIC orholder is claiming an exclusion from its
under this paragraph (a) is allocateqye gyalification date if its holding pe- pro rata share of the post-1986 earnings
under section 1291(a)(1)(A) only 105y \yith respect to that stock underand profits for an amount previously
those days in the shareholder’s holdingetion 1223 includes the qualificationincluded in its income or the income of
period during which the foreign corpora-qate - A shareholder may make thenother U.S. person, the shareholder
tion qualified as a PFIC. For purposegyeemeq dividend election without regardnust include the following information:
of the preceding sentence, the holding, \yhether the shareholder is a United (i) The name, address, and taxpayer
period of the PFIC stock with respect 05165 shareholder within the meaning diflentification number of each U.S. per-
which the election is made ends on thggcion 951(b). A deemed dividend elecson that previously included an amount
day before the qualification date. For thgjo may be” made by a shareholdemn income, the amount previously in-
definitions of PFIC, QEF, unpedigreed, yose pro rata share of the post-1986luded in income by each such U.S.
QEF, and pedigreed QEF, see paragrap{lmings and profits of the PFIC attrib-person, the provision of the law pursu-
()(1) and (2) of this section.  utable to the PFIC stock held on theant to which the amount was previously
(2) Post-1986 earnings and profits qualification date is zero. included in income, and the taxable year
defined—(i) In general.For purposes of  (¢) Time for making the electiothe of inclusion of each amount; and
this section, the term post-1986 earningshareholder makes the deemed dividend (i) A description of the transaction
and profits means the undistributecelection in the shareholder’s return forpursuant to which the shareholder ac-
earnings and profits, within the meaninghe taxable year that includes the qualiquired, directly or indirectly, the stock
of section 902(c)(1), as of the dayfication date. If the shareholder and theof the PFIC from another U.S. person,
before the qualification date, that werepFIC have the same taxable year, thand the provisions of law pursuant to
accumulated and not distributed in taXshareholder makes the deemed dividenghich the shareholder’s holding period
able years of the PFIC beginning aftelglection in either the original return forincludes the period the other U.S. per-
1986 and during which it was a PFIC,the taxable year for which the shareson held the CFC stock.
but without regard to whether the earnholder makes the section 1295 election, (e) Qualification date—(1) In gen-
ings relate to a period during which theor in an amended return for that year. lferal. Except as otherwise provided in
PFIC was a CFC. the shareholder and the PFIC have difthis paragraph (e), the qualification date
(i) Pro rata share of post-1986 earn-ferent taxable years, the deemed diviis the first day of the PFIC's first
ings and profits attributable to share-dend election must be made in artaxable year as a QEF (first QEF year).
holder’s stock—(A) In general.A share- amended return for the taxable year that (2) Elections made after March 31,
holder’s pro rata share of the post-1986ncludes the qualification date. If the1995, and before January 27, 1994i)
earnings and profits of the PFIC attrib-deemed dividend election is made in ahn general. The qualification date for
utable to the stock held by the shareamended return, the amended returdeemed dividend elections made after
holder on the qualification date is themust be filed by a date that is withinMarch 31, 1995, and before January 27,
amount of post-1986 earnings and profthree years of the due date, as extendek®97, is the first day of the sharehold-
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er's election year. The shareholder’urposes, and no gain was recognized on theegarding the election by a shareholder
election year is the taxable year of théragﬁgegeéseeinRe%‘gggoq Project 112955 870f a former PFIC, see § 1.1297-3T.
shareholder for which it made the secgu601.601(d)(2)(”)(b) of this chapten. As pro- () Definitions—(1) Passive foreign
tion 1295 election. vided in section 1223(2), Y's holding period investment company (PFICA passive
(i) Exception. A shareholder who includes the period that X held the FC stock. Yforeign investment company (PFIC) is a
made the deemed dividend election afte?gg'gers tton’qakter thteFSCeC“O” 12%5: ?'?C_‘t'oq in Qleforeign corporation that satisfies either
May 1, 1992, and before January 27y, bzgui:minc;] Jeualy 1, iSQg.QHowec\)/elr,sb:():(:usihe income test of section 1296(a)(1) or
1997, may elect to change its qualifica’s holding period includes the period that X heldthe asset test of section 1296(a)(2). A
tion date to the first day of the first the FC stock, and FC was a PFIC but not a QEREOrporation will not be treated as a
QEF vyear, provided the periods of limi-during that period, FC will be an unpedigreedPF|C with respect to a shareholder for
tations on assessment for the taxablf with respect to ¥ unless ¥ makes a sectioynse days included in the shareholder’s
. (d)(2) election. Although Y did not actually . .
year that includes that date and for th@wn the stock of FC on the qualification date0lding period when the shareholder, or
shareholder’s election year have not exguly 1, 1995), Y's holding period includes that& person whose holding period of the
pired. A shareholder changes the qualifidate. Therefore, provided FC is a CFC for itsstock is included in the shareholder’s
caton date. by fling amended reums(ehle Yo besiing W L 1955, ¥ ey mekelcing period, was ot a Unied States
with revised Forms 8621 and the attach-eoligreed QEF. aperson within the meaning of section
ments described in paragraph (d)(2) o? 7701(a)(30).
this section, for the shareholder’'s elec- (f) Adjustment to basisA shareholder  (2) Types of PFICs-(i) Qualified
tion year and the shareholder’s taxabléhat makes the deemed dividend electioglecting fund (QEF)A PFIC is a quali-
year that includes the first day of theincreases its adjusted basis of the stodied electing fund (QEF) with respect to
first QEF year, and making all appropri-of the PFIC owned directly by thea shareholder that has elected, under
ate adjustments and payments. shareholder by the amount of thesection 1295, to be taxed currently on
(3) Examples.The rules of this para- deemed dividend. If th(_—z shareholdelrts _share of the PF|Q'S earnings and
graph (e) are illustrated by the followingMakes the deemed dividend electioprofits pursuant to section 1293.
examples: yvlth respect to a PFIC of which it is an (i) Pedigreed QEF.A PFIC is a
Example 1—(i) Eligibility to make deemed divi- indirect shareholder, the shareholder'pedigreed QEF with respect to a share-
dend electionA is a U.S. person who files its adjusted basis of the stock or otheholder if the PFIC has been a QEF with
f]ncome tgx 1rgegzjlrnAon ahcalegdar year ba_':»is.f ft)]property owned directly by th? share-respect to the shareholder for all taxable
s{aoncukargf >, 19 Pﬁlcpvl:/irtch E;Sfiaxgglz pyeg;?nenzmgﬁolder_, through which ownership of theyears during which the corporation was
November 30. M was both a CFC and a PFIC, buP FIC 1S attributed to the shareholder, i; PFIC that are included wholly or
not a QEF, for all of its taxable years. onincreased by the amount of the deemegartly in the shareholder’s holding pe-
December 3, 1996, M made a distribution to itsdividend. In addition, solely for pur- riod of the PFIC stock.
fgr?(;?tg?jlcﬁrsit.sAlgrgefwcerlz\e/teu?ns;;sogna(i(c?efsgvzlig?ritf\-Oses of determining the subsequent (iii) Unpedigreed QEFA PFIC is an
tion as provided in section 1291(a)(1). A decides.reatment under the Code and |’99U|ajnpedigreed Q_EF for a taxab_le year if__
to make the section 1295 election in As 1997tions of a shareholder of the stock of the (A) An election under section 1295 is
taxable year to treat M as a QEF effective for MsPFIC, the adjusted basis of the direcin effect for that year;
taxable year beginning December 1, 1996. Beowner of the stock of the PFIC is (B) The PFIC has been a QEF with
e 94 ot nake e seon 129 0250 pcreasea by the amount of he deemerbspect 1o the_shareholder fo at least
stock that M qualified as a PFIC, M would be andividend. ] ) one, but not all, of the taxable years
unpedigreed QEF and A would be subject to both (9) Treatment of holding periodFor during which the corporation was a
sections 1_291 and 1293. A, however, may elechurposes of applying sections 1291PFIC that are included WhOlly or partly
under section 1291(d)(2) to purge the years M waghrough 1297 to the shareholder aftein the shareholder’s holding period of
ot QEF from As 20 pero. 1A ek e’ doemed dividend, the shareholderfhe PFIC stock: and
distribution will not be taxable under sectionholding period of the stock of the PFIC (C) The shareholder has not made an
1291(a). Because M is a CFC, even though A idegins on the qualification date. Forelection under section 1291(d)(2) and
not a U.S. shareholder within the meaning ofother purposes of the Code and regulahis section or § 1.1291-10 with respect
Zfecéifo"n%ild(sz'sgc’t?;{ lrgg‘;‘? d‘)r(‘ze)(%‘fmed dividendions, this holding period rule does notto the PFIC to purge the nonQEF years
(ii) Making the electionUnder paragraph (e)(1) apply. . . . . fror_n the shareholder’s h?'d'”g pe”Od'
of this section, the qualification date, and therefore () Coordination with section 959(e). (iv) Former PFIC.A foreign corpora-
the date of the deemed dividend, is December 1-0r purposes of section 959(e), th&ion is a former PFIC with respect to a
1996. Accordingly, to make the deemed dividendentire deemed dividend is treated ashareholder if the corporation satisfies

election, A must file an amended return for 1996; ; i ; : : :
and include the deemed dividend in income in thamC|Uded Ingross income under sectiomeither the income test of section

year. As a result, M will be a pedigreed QEF as 0,&2{18(a). _ _ _ 1296(a)(1) nor the asset test of section
December 1, 1996, and the December 3, 1996, (i) Election inapplicable to share- 1296(a)(2), but whose stock, held by
distribution will not be taxable as an excessholder of former PFIG—(1) Coordina- that shareholder, is treated as stock of a
d'St”bUt'On-t mere;ore, n 'tssanigggEddTit!Jb’”{, Ation with section 1297(b)(1)The rules PFIC, pursuant to section 1297(b)(1),
b seaton 1903 and the'ger'fe:'alurgfggf this section do not apply to anbecause at any time during the share-
applicable to corporate distributions. election made under section 1297(b)(1)holder’s holding period of the stock the
Example 2.X, a U.S. person, owned a five (2) Former PFIC.A shareholder may corporation was a PFIC that was not a
percent interest in the stock of FC, a PFIC with anot make the section 1295 and deemeQEF.
tsaei?gs ylezagser;?éré%oiunviitﬁo're);pre]?:;/e[omﬁdce thelividend elections if the foreign corpo- (3) Shareholder. A shareholder is a
transferred her interest in FC to her granddaughteFation iS & former PFIC (as defined inU.S. person that is a direct or indirect
Y, a U.S. person, on February 14, 1996. Thdaragraph (j)(2)(iv) of this section) with shareholder as defined in Regulation

transfer qualified as a gift for federal income taxrespect to the shareholder. For the ruleBroject INTL-656-87 published in
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1992-1 C.B. 1124; see § 601.601(d)taxable year that includes the qualificawith revised Forms 8621, for the share-
(2)(ii)(b) of this chapter. tion date. If the shareholder and theholder’s election year and the sharehold-

(k) Effective date.The rules of this PFIC have the same taxable year, ther's taxable year that includes the first
section are applicable as of April 1,shareholder makes the deemed sale elegay of the first QEF year, and making

1995. tion in either the original return for the all appropriate adjustments and pay-
taxable year for which the shareholdements.
§ 1.1291-9T [Removed] makes the section 1295 election, or in (f) Adjustments to basis(1) In gen-

: ; ‘an amended return for that year. If theeral. A shareholder that makes the

Par. 5. Section 1.1291-9T Is re shareholder and the PFIC have differenteemed sale election increases its ad-
m%Vaerd'B Section 1.1291-10 is added t6axab|e years, the deemed sale electignsted basis of the PFIC stock owned
S ' must be made in an amended return fodirectly by the amount of gain recog-
the taxable year that includes the qualinized on the deemed sale. If the share-
§ 1.1291-10 Deemed sale election. fication dat.e. If the deemed sale electiorlnc_)lder makes the deemed s_ale_ellection

made in an amended return, thevith respect to a PFIC of which it is an

(@) Deemed sale electionThis sec- amended return must be filed by a daténdirect shareholder, the shareholder’s
tion provides rules for making the elec-that is within three years of the dueadjusted basis of the stock or other
tion under section 1291(d)(2)(A)date, as extended under section 6081, pioperty owned directly by the share-
(deemed sale election). Under that seche original return for the taxable yearholder, through which ownership of the
tion, a shareholder (as defined inthat includes the qualification date. PFIC is attributed to the shareholder, is
§ 1.1291-9(j)(3)) of a PFIC that is an (d) Manner of making the electio®s increased by the amount of gain recog-
unpedigreed QEF may elect to recognizehareholder makes the deemed sale eletized by the shareholder. In addition,
gain with respect to the stock of thetion by filing Form 8621 with the return solely for purposes of determining the
unpedigreed QEF held on the qualificafor the taxable year of the shareholdesubsequent treatment under the Code
tion date (as defined in paragraph (e) ofhat includes the qualification date, re-and regulations of a shareholder of the
this section). If the shareholder makesgorting the gain as an excess distribustock of the PFIC, the adjusted basis of
the deemed sale election, the PFIC wiltion pursuant to section 1291(a), andhe direct owner of the stock of the
become a pedigreed QEF with respect tpaying the tax and interest due on thdFIC is increased by the amount of gain
the shareholder. A shareholder thagxcess distribution. A shareholder thatecognized on the deemed sale. A share-
makes the deemed sale election imakes the deemed sale election after theolder shall not adjust the basis of any
treated as having sold, for its fair markedue date of the return (determined withstock with respect to which the share-
value, the stock of the PFIC that theout regard to extensions) for the taxabldolder realized a loss on the deemed
shareholder held on the qualificationyear that includes the qualification datesale.
date. The gain recognized on thenust pay additional interest, pursuant to (2) Adjustment of basis for section
deemed sale is taxed under section 12%ection 6601, on the amount of thel293 inclusion with respect to deemed
as an excess distribution received on thenderpayment of tax for that year. Asale election made after March 31,
qualification date. In the case of anshareholder that realizes a loss on th&995, and before January 27, 199%or
election made by an indirect sharedeemed sale reports the loss on Formurposes of determining the amount of
holder, the amount of gain to be recog8621, but does not recognize the losggain recognized with respect to a
nized and taxed as an excess distribution (e) Qualification date—(1) In gen- deemed sale election made after March
is the amount of gain that the directeral. Except as otherwise provided in31, 1995, and before January 27, 1997,
owner of the stock of the PFIC wouldthis paragraph (e), the qualification datéby a shareholder that treats the first day
have realized on an actual sale or othgs the first day of the PFIC's first of the shareholder’s election year as the
disposition of the stock of the PFICtaxable year as a QEF (first QEF year)qualification date, the adjusted basis of
indirectly owned by the shareholder. (2) Elections made after March 31,the stock deemed sold includes the
Any loss realized on the deemed sale 8995, and before January 27, 199%i) shareholder’s section 1293(a) inclusion
not recognized. For the definitions ofin general. The qualification date for attributable to the period beginning with
PFIC, QEF, unpedigreed QEF, and pedideemed sale elections made after Marcthe first day of the PFIC's first QEF
greed QEF, see § 1.1291-9(j)(1) and1, 1995, and before January 27, 199%ear and ending on the day before the
(2). is the first day of the shareholder’'squalification date.

(b) Who may make the electiod election year. The shareholder’s election (g) Treatment of holding periodFor
shareholder of an unpedigreed QEF mayear is the taxable year of the sharepurposes of applying sections 1291
make the deemed sale election providetolder for which it made the sectionthrough 1297 to the shareholder after
the shareholder held stock of that PFIQ1295 election. the deemed sale, the shareholder’s hold-
on the qualification date. A shareholder (ii) Exception. A shareholder who ing period of the stock of the PFIC
is treated as holding stock of the PFICmade the deemed sale election aftavegins on the qualification date, without
on the qualification date if its holding May 1, 1992, and before January 27regard to whether the shareholder recog-
period with respect to that stock underl997, may elect to change its qualifica-nized gain on the deemed sale. For other
section 1223 includes the qualificationtion date to the first day of the first purposes of the Code and regulations,
date. A deemed sale election may b&EF year, provided the periods of limi-this holding period rule does not apply.
made by a shareholder that would realtations on assessment for the taxable (h) Election inapplicable to share-
ize a loss on the deemed sale. year that includes that date and for théolder of former PFIC.A shareholder

(c) Time for making the electiomhe shareholder’s election year have not exmay not make the section 1295 and
shareholder makes the deemed sale elegired. A shareholder changes the qualifideemed sale elections if the foreign
tion in the shareholder’s return for thecation date by filing amended returnscorporation is a former PFIC (as defined
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read as follows:



in 8 1.1291-9(j)(2)(iv)) with respect to Selection of Tax Matters Partner Background
the shareholder. For the rules regardinfpr Limited Liability Companies

the election by a shareholder of a . Prior to the enactment of the Tax
former PFIC, Seye 1.1297-3T. AGENCY: Internal Revenue ServiceEquity and Fiscal Responsibility Act of

() Effective date.The rules of this (IRS), Trea?“ry' | t109§ﬁe(TtaEXFFiltg)ﬁsatg)l;lztng)zrrl:ﬁe?;trzliguﬁ:g
iggtéon are applicable as of April 1,ACTION: Final regulations. made at the partner level, Section 402 of
' SUMMARY: This document contains TEFRA added sections 6221 through

§ 1.1291-10T [Removed] final regulations giving guidance neces6231 to the Internal Revenue Code to
sary for the designation or selection of allow for consolidated administrative

Par. 7. Section 1.1291-10T is retax matters partner for partnerships inand judicial proceedings to determine

moved. cluding limited liability companies clas- the tax treatment of partnership items at
sified as partnerships. the partnership level. Under this consoli-
PART 602—0OMB CONTROL ] . . dated proceeding, the tax matters partner
NUMBERS UNDER THE DATES: These regulations are effectiveyt 5 harmership represents the partner-
PAPERWORK REDUCTION ACT December 23, 1996. For dates of applighin pefore the IRS in all tax matters for
cability of these regulations, seey specific taxable year.
Par. 8. The authority citation for part8 301.6231(a)(7)-2(c). Section 6231(a)(7) provides that the
602 continues to read as follows: FOR FURTHER INFORMATION CON- tax matters partner of a partnership is
Authority: 26 U.S.C. 7805. TACT: D. Lindsay Russell, (202) 622—the general partner designated as the tax
3050 (not a toll-free number). matters partner as provided in regula-
§ 602.101 [Amended] ( ) tions or, if no general partner is dgsig—

Par. 9. In § 602.101, paragraph (c) isSUPPLEME'\”-ARY INFORMATION: Inated, thef'ge'neral partnﬁr having tt1he

. . . argest profits interest in the partnership
iqgggfg_rbén:jemlo;ggl_tgg_re?rt(;'ris tLOeIPaperwork Reduction Act at the close of the taxable year involved
table and adding entries in numerical The collections of information con- (largest-profits-interest rule). Section

order to the table to read as followst@ined in these final regulations have6231(a)(7) also provides that, if no

been reviewed and approved by thgeneral partner is designated and the

§ 602.101 OMB Control numbers. Office of Management and Budget inCommissioner determines that it is im-
accordance with the Paperwork Reducpracticable to apply the largest-profits-
©  x x xw tion Act (44 U.S.C. 3507) under controlinterest rule, the partner selected by the
number 1545-0790. Responses to theggommissioner is treated as the tax mat-
(c) *** collections of information enable theters partner.
CFR part or section where current OMB  designation, and the termination of the On April 18, 1986, a notice of pro-
identified and described control No. designation, of a tax matters partner foposed rulemaking (LR-205-82) con-
— . a partnership. cerning sections 6221 through 6231 and
1.1291-9 . 1545-1507 An agency may not conduct or spon-section 6233 was published in thed-
1129110 . oo 1545-1507 sor, and a person is not required teeral Register (51 FR 13231). The no-
A respond to, a collection of informationtice of proposed rulemaking included
unless the collection of information dis-guidance concerning designating tax
plays a valid control number. matters partners. Several comments on

Margaret Milner Richardson, = The estimated annual burden per rethe proposed regulations were received,
Commissioner of Internal Revenuespondent varies from .50 hour to 1 hourput no public hearing was requested and
depending on individual circumstancespone was held. Temporary regulations
Approved December 12, 1996. WitFr)] an gstimated average of .75 houn'[:jentical to the proposed regulations in
. Comments concerning the accuracy oER—205-82 were published in thieed-
. Donald C. Lubick, his hyrden estimate and suggestions fcral Register (52 FR 6779) on March 5,
Assistant Secretary of the Treasuryyeqycing this burden should be sent td-987.
(Filed by the Office of the Federal Register onthe Internal Revenue SerVice Attn: On February 29, 1988, the IRS pub-
December 26, 1996, 8:45 a.m., and published itRS Reports Clearance Officer, T:FPlished Rev. Proc. 88-16 (1988-1 C.B.
the issue of the Federal Register for December 2¥\fashington, DC 20224, and to tl@f- 691). This revenue procedure describes
1996, 61 F.R. 68149) fice of Management and BudgetAttn: circumstances under which the IRS will
Desk Officer for the Department of thedetermine that it is impracticable to
Treasury, Office of Information and apply the largest-profits-interest rule and
Section 6231.—Definitions and Regulatory Affairs, Washington, DC describes the criteria the IRS will con-
Special Rules 20503. sider in selecting a tax matters partner
Books or records relating to this col-for the partnership.
‘lection of information must be retained Since the enactment of TEFRA, all
as long as their contents may becomstates and several foreign jurisdictions
T.D. 8698 material in the administration of anyhave enacted laws providing for the
internal revenue law. Generally, tax reformation of limited liability companies
DEPARTMENT OF THE TREASURY turns and tax return information are(LLCs). LLCs in most jurisdictions may
Internal Revenue Service confidential, as required by 26 U.S.Cbe classified for Federal tax purposes
26 CFR Parts 301 and 602 6103. either as partnerships or associations
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26 CFR 301.6231(a)(7)-1: Designation or selec
tion of tax matters partner.



that are taxable as corporations. FoAdoption of Amendments to the Regulaconsent of the Commissioner. For the
LLCs that are classified as partnershipsions definition of United States personsee
for Federal tax purposes, it is necessary . section 7701(a)(30).
to determine the tax matters partner fo%ogcgferdallrr]r?e% dsg aCstlzllopvig's 301 and (c) Designation of tax matters part-
the LLC. : ner at time partnership return is filed.
On October 30, 1995, a notice of PART 301—PROCEDURE AND AD- The partnership may designate a tax
proposed rulemaking (PS—34-92) conMINISTRATION matters partner for a partnership taxable
cerning section 6231(a)(7) was pub- o P/ear on the partnership return for that
lished in theFederal Register (60 FR __Paragraph 1. The authority citation foriyyapje year in accordance with the
55228). The notice of proposedPart 301 is amended by removing the.grctions for that form.
rulemaking amended proposed regula€Nty for section 301.6231(a)(7)-1T and 4y certification by current tax mat-
tions to consolidate certain guidancetdding entries in numerical order to readg s ‘partner of selection of successtir.
necessary to determine the tax matter3> fOHOW_S' - a partner properly designated as the tax
partner for partnerships. The notice of Authority: 26 U.S.C. 7805 . atters partner of a partnership for a
proposed rulemaking also proposed Section 301.6231(a)(7)-1 also 'Ssueglartnership taxable year under this sec-
guidance concerning the designation ofNder 26 U.S.C. 6230 (i) and (k). tion certifies that another partner has
selection of a tax matters partner for Section 301.6231(a)(7)-2 also ISSU€Reen selected as the tax matters partner
limited liability companies classified asYnder 26 U.S.C. 6230 (i) and (k). _of the partnership for that taxable year,
partnerships. No public hearing was re- Par 2. Section 301.6231(a)(7)-1T ighat other partner is thereby designated
quested or held, and no written comfémoved. _ _as the tax matters partner for that year.
ments were received. Par. 3. Section 301.6231(a)(7)-1 iSrhe current tax matters partner shall
added to read as follows: make the certification by filing with the

Explanation of Provisions o service center with which the partner-
§ 301.6231(2)(7)-1 Designation or Se_ship return is filed a statement that—

The regulations concerning the desi i i h
9 9 Jtection of tax matters partner. (1) Identifies the partnership, the

nation or selection of tax matters part- . .
ners proposed by LR—205-82 and PS— (&) In general. A partnership may partner filing the statement, and the

34-92 are adopted, with minor Sty“SﬁCdesignate a partner as its tax mattersuccessor tax matters partner by name,
changes, by this Tr'easury decision. Th@artner for a specific taxable year onlyaddress, and taxpayer identification

corresponding temporary regulations ar s provided in this section. Similarly, number;

removed. the designation of a partner as the tax (2) Specifies the parfmers_hip taxable
matters partner for a specific taxableyear to which the designation relates;
Effect on Other Documents year may be terminated only as pro- (3) Declares that the partner filing the

) vided in this section. If a partnershipstatement has been properly designated

Rev. Proc. 88-16 is obsolete as Ofjpes not designate a general partner @s the tax matters partner of the partner-
December 23, 1996. the tax matters partner for a specificship for the partnership taxable year and
taxable year, or if the designation isthat that designation is in effect immedi-
terminated without the partnership desately before the filing of the statement;

It has been determined that this Treaignating another general partner as the (4) Certifies that the other named
sury decision is not a significant regulatax matters partner, the tax matters parpartner has been selected as the tax
tory action as defined in EOQO 12866.ner is the partner determined under thisnatters partner of the partnership for
Therefore, a regulatory assessment is négction. that taxable year in accordance with the
required. It also has been determined (b) Person who may be designatecpartnership’s procedure for making that
that section 553(b) of the Administrativetax matters partner-(1) General re- selection; and
Procedure Act (5 U.S.C. chapter 5) doeguirement.A person may be designated (5) Is signed by the partner filing the
not apply to these regulations, and beas the tax matters partner of a partneistatement.
cause the notice of proposed rulemakinghip for a taxable year only if that (e) Designation by general partners
preceding the regulations was issuegerson— with majority interest. The partnership
prior to March 29, 1996, the Regulatory (i) Was a general partner in the partmay designate a tax matters partner for
Flexibility Act (5 U.S.C. chapter 6) does nership at some time during the taxabl@ partnership taxable year at any time

Special Analyses

not apply. year for which the designation is madeafter the filing of a partnership return
or for that taxable year by filing a state-
Drafting Information (i) Is a general partner in the part-ment with the service center with which
nership as of the time the designation ishe partnership return was filed. The

The principal author of these regula-

. . : - made. statement shall—
}ol\c;rs]isst:ntD'Crl;ilgfdsgguEgssi"ﬁas%ifgiiugfhs (2) Limitation on designation of tax (1) ldentify the partnership and the

and Special Industries). However, othe atters partner who is not a Uniteddesignated partner by_ name, anress,
personnel from the IRS and Treasur tates personlf any United States per- and taxpayer identification number,
son would be eligible under paragraph (2) Specify the partnership taxable

Department participated in- their devel-(a) of this section to be designated agear to which the designation relates;

opment. T the tax matters partner of a partnership (3) Declare that it is a designation of
for a taxable year, no person who is noa tax matters partner for the taxable year
26 CFR Part 602 a United States person may be desigpecified; and
Reporting and recordkeeping requirenated as the tax matters partner of the (4) Be signed by persons who were
ments. partnership for that year without thegeneral partners at the close of the year
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and were shown on the return for thatlso designate an alternate tax matteigection, by the persons described in
year to hold more than 50 percent of thgoartner who will become tax mattersparagraph (f)(2)(iv) of this section.
aggregate interest in partnership profitpartner upon the occurrence of one or (k) When designation, etc., becomes
held by all general partners as of thenore of the events described in paraeffective—(1) In general.Except as oth-
close of that taxable year. For purposegraph (I)(1)(i) or (ii) of this section. The erwise provided in paragraph (k)(2) of
of this paragraph (e)(4), all limited part-person designated as the alternate takis section, a designation, resignation,
nership interests held by general partmatters partner becomes the tax mattersr revocation provided for in this sec-
ners shall be included in determining thepartner as of the time the designation ofion becomes effective on the day that
aggregate interest in partnership profitthe tax matters partner is terminatedhe statement required by the applicable
held by such general partners. under paragraph (I)(1)(i) or (i) of this paragraph of this section is filed.

(f) Designation by partners with ma- section. The designation of a person as (2) Notice of proceeding mailedf a
jority interest under certain circum- the alternate tax matters partner shahotice of beginning of an administrative
stances—(1) In general. A tax matters have no effect in any other case. proceeding with respect to a partnership
partner may be designated for a partner- (h) Prior designations superseded taxable year is mailed before the date on
ship taxable year under this paragrapldesignation of a tax matters partner fokvhich a statement of designation, resig-
(f) only if, at the time the designation isa partnership taxable year under parasation, or revocation provided for in this
made, each partner who was a genergiraphs (d), (e), or (f) of this sectionsection with respect to that taxable year
partner at the close of such partnershighall supersede all prior designations ofs filed, the Service is not required to
taxable year is described in one or mor@a tax matters partner for that yeargive effect to such designation, resigna-
of paragraphs (f)(1)(i) through (iv) of including a prior designation of an alter-tion, or revocation until 30 days after
this section as follows: nate tax matters partner under paragrapghe statement is filed.

(i) The general partner is dead, or, if(g) of this section. (I) Termination of designatiea-(1) In
the general partner is an entity, has been (i) Resignation of designated tax matgeneral. A designation of a tax matters
liquidated or dissolved; ters partner.A person designated as thepartner for a taxable year under this

(i) The general partner has been adtax matters partner of a partnershigection shall remain in effect until—
judicated by a court of competent juris-under this section may resign at any (j The death of the designated tax
diction to be no longer capable oftime by a written statement to thatmatters partner;
managing his or her per§on or estqteaffect. Th_e statement shall spe(_:n‘y the (i) An adjudication by a court of

(i) The general partner’s partnershippartnership taxable year to which thecompetent jurisdiction that the indi-
items have_ become nonpartnership itemsasignatio_n relates and shall identify the,iq,al designated as the tax matters
under section 6231(b); or . partnership and the tax matters ,part”,%artner is no longer capable of manag-

(iv) The_ general partner is no longerby name, address, and taxpayer |dent|f||—ng the individual's person or estate;
a partner in the partnership. cation number. The statement shall also

(2) Method of making designatiod be signed by the resigning tax matters,,
tax matters partner for a partnershipartner and shall be filed with the
taxable year may be designated undeservice center with which the partner-
this paragraph (f) at any time after theship return was filed.
filing of the partnership return for such (j) Revocation of designationThe . ; ,
taxable year by filing a written state-partnership may revoke the designatioHems. under section 6231(9) (relating to
ment with the service center with whichof the tax matters partner for a partner-Spec'al enforcement greas), or
the partnership return was filed. Theship taxable year at any time after the (v) The day_ on V_Vh'Ch_
statement shall— filing of a partnership return for that (A) The resignation of the tax matters

(i) Identify the partnership and thetaxable year by filing a statement withPartner under paragraph (i) of this sec-
designated tax matters partner by naméhe service center with which the partion; _ _
address, and taxpayer identificatiomership return was filed. The statement (B) A subsequent designation under
number: shall— paragraph (d), (e), or (f) of this section;

(i) Specify the partnership taxable (1) Identify by name, address, andor
year to which the designation relatestaxpayer identification number the part- (C) A revocation of the designation

(iii) Declare that it is a designation of nership and the general partner whosender paragraph (j) of this section be-
a tax matters partner for the partnershiplesignation as tax matters partner isomes effective.
taxable year specified; and being revoked; (2) Actions by the tax matters partner

(iv) Be signed by persons who were (2) Specify the partnership taxablebefore termination of designatioriThe
partners at the close of such taxablgear to which the revocation relatestermination of the designation of a part-
year and were shown on the return for (3) Declare that it is a revocation of aner as the tax matters partner under
that year to hold more than 50 percentlesignation of the tax matters partneparagraph (I)(1) of this section does not
of the aggregate interest in partnershifpor the taxable year specified; and affect the validity of any action taken by
profits held by all partners as of the (4) Be signed by the persons dethat partner as tax matters partner before
close of such taxable year. scribed in paragraph (e)(4) of this secthe designation is terminated. For ex-

(g9) Designation of alternate tax mat-tion, or, if at the time that the revocationample, if that tax matters partner had
ters partner. If an individual is desig- is made, each partner who was a genergleviously consented to an extension of
nated as the tax matters partner of @artner at the close of the partnershiphe period for assessments under section
partnership under paragraph (c), (d), (etaxable year to which the revocation6229(b)(1)(B), that extension remains
or (f) of this section, the document byrelates is described in one or more ofalid even after termination of the des-
which that individual is designated mayparagraphs (f)(1)(i) through (iv) of this ignation.
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(iii) The liquidation or dissolution of
e tax matters partner, if the tax matters
partner is an entity;

(iv) The partnership items of the tax
matters partner become nonpartnership



(m) Tax matters partner where no (n) Selection of tax matters partnerinterest rule of paragraph (m)(2) of this
partnership designation maee(1) In by Commissioner when impracticable tcsection, the Commissioner will select (in
general. The tax matters partner for aapply the largest-profits-interest ruldf —accordance with the notification proce-
partnership taxable year shall be deteithe partnership has not designated a tedures set forth in paragraph (r) of this
mined under this paragraph (m) if—matters partner under this section for theection) as the tax matters partner any
6axab|e' year and it is impracticable (qq?erson vyho was a general partner at any
a tax matters partner under this SectiOlqete_rmlned under paragraph (o) of _th|$|m_e d_urlng the taxable year under ex-
for that taxable year: or ;ect|on) to apply the Iargest-profltg-am|nat|on. _

. ) . interest rule of paragraph (m)(2) of this (2) When each general partner is

(i) The partnership has designated &gcfion, the Commissioner will select adeemed to have no profits interest in the
tax matters partner under this section fop,, ' matters partner as described in paraartnership.If it is impracticable under
that taxable year, that designation ha?raph (p) of this section. paragraph (0)(2) of this section to apply
been terminated under paragraph ()(1)" ) impracticability of largest-profits- the largest-profits-interest rule of para-
of this section, and the partnership hagyerest rule. It is impracticable to apply graph (m)(2) of this section, the Com-
not made a $ubsequent designation U largest-profits-interest rule of para-missioner will select a partner (including
der this section for that taxable yearganh (m)(2) of this section if, on thea general or limited partner) as the tax

(2) General partner having the larg- date the rule is applied, any one of thenatters partner in accordance with the
est profits interest is the tax mattersfollowing three conditions is met: criteria set forth in paragraph (q) of this
partner. The tax matters partner for any (1) General partner with the largest section. The Commissioner will notify
partnership taxable year to which thisprofits interest is not apparentThe both the partner selected and the part-
paragraph (m) applies is the generajeneral partner with the largest profitsnership of the selection, effective as of
partner having the largest profits interesinterest is not apparent from the Schedthe date specified in the notice.
in the partnership at the close of thayles K-1 and is not otherwise readily (3) When the general partner with
taxable year (or where there is morgjeterminable. the largest profits interest is disquali-
than one such partner, the one of such (2) Each general partner is deemedfied—(i) In general.Except as otherwise
partners whose name would appear firgp have no profits interest in the part-provided in paragraph (p)(3)(ii) of this
in an alphabetical listing). For purposesiership.Each general partner is deemedection, if it is impracticable under para-
of this paragraph (m)(2), all limited to have no profits interest in the partnergraph (0)(3) of this section to apply the
partnership interests held by a generadhip under paragraph (m)(3) of thislargest-profits-interest rule of paragraph
partner shall be included in determiningsection (concerning termination of a(m)(2) of this section, the Commissioner
that general partner’s profits interest indesignation under the largest-profitswill treat each general partner who fits
the partnership. For purposes of thisnterest rule) because of the occurrencthe criteria contained in paragraph (0)(3)
paragraph (m)(2), the general partnegf one or more of the events describef this section as having no profits
with the largest profits interest is deterin paragraphs (I)(1)(i) through (iv) of interest in the partnership for the taxable
mined based on the year-end profitshis section (involving death, adjudica-year and will select (in accordance with
interests reported on the Schedules K—lon of incompetency, liquidation, andthe notification procedures set forth in
filed with the partnership income taxconversion of partnership items toparagraph (r) of this section) a tax
return for the taxable year for which thenonpartnership items). matters partner from the remaining per-
determination is being made. (3) General partner with the largest sons who were general partners at any

(3) Termination of designation.A profits interest is disqualifiedThe gen- time during the taxable year.
designation of a tax matters partner foeral partner with the largest profits inter- (i) Partner selected if no general
a partnership taxable year under thigst determined under paragraph (m)(2)artner may be selectedf all general
paragraph (m) shall remain in effectof this section— partners during the taxable year either
until the earlier of the occurrence of one (i) Has been notified of suspensionare treated as having no profits interest
or more of the events described infrom practice before the Internal Rev-in the partnership for the taxable year
paragraphs (I)(1)(i) through (iv) of this enue Service; under paragraph (m)(3) of this section
section or the day on which a designa- (ii) Is incarcerated; (concerning termination of a designation
tion under paragraph (d), (e), or (f) of (iii) Is residing outside the United under the largest-profits-interest rule) or
this section becomes effective. If a desStates, its possessions, or territories; are described in paragraph (0)(3) of this
ignation of a tax matters partner for a (iv) Cannot be located or cannot persection (general partner with the largest
partnership taxable year is terminatedorm the functions of a tax mattersprofits interest is disqualified), the Com-
under this paragraph (m)(3) and thepartner for any reason, except that lacknissioner will select a partner (including
partnership has not subsequently desigpf cooperation with the Internal Rev-a general or limited partner) as the tax
nated a tax matters partner for thaknue Service by the general partner witlmatters partner in accordance with the
taxable year under paragraph (d), (e), ahe largest profits interest is not a basigriteria set forth in paragraph (q) of this
(f) of this section, the tax matters part-for finding that the partner cannot per-section. The Commissioner will notify
ner for that taxable year shall be deterform the functions of a tax mattersboth the partner selected and the part-
mined under paragraph (m)(2) of thispartner. nership of the selection, effective as of
section, and, for purposes of applying (p) Commissioner's selection of thethe date specified in the notice.
paragraph (m)(2) of this section, thetax matters partner(1) When the gen-  (q) Criteria for selecting a partner as
general partner whose designation wasral partner with the largest profits tax matters partner(1) In general. The
so terminated shall be treated as havingpterest is not apparentf it is impracti- Commissioner will select a partner as
no profits interest in the partnership forcable under paragraph (0)(1) of thighe tax matters partner under paragraph
that taxable year. section to apply the largest-profits-(p)(2) or (3)(ii) of this section only if
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(i) The partnership has not designate



the partner was a partner in the partnemdelay in making the determination will (2) Member. Solely for purposes of
ship at the close of the taxable yeapermit the partnership to designate a tathis section,membermeans any person
under examination. matters partner under paragraph (e) oftho owns an interest in an LLC.

(2) Criteria to be considered.The this section (designation by general part- (3) Member-managerSolely for pur-
Commissioner may consider the follow-ners with a majority interest) or para-poses of this sectionmember-manager
ing criteria in selecting a partner as thegraph (f) of this section (designation bymeans a member of an LLC who, alone
tax matters partner: partners with a majority interest underor together with others, is vested with

(i) The general knowledge of thecertain circumstances), thereby avoidinghe continuing exclusive authority to
partner in tax matters and the adminisa selection made by the Commissionemake the management decisions neces-
trative operation of the partnership. (i) During the 30-day period and sary to conduct the business for which

(ii) The partner’s access to the booksprior to a tax-matters-partner designatiorthe organization was formed. Generally,
and records of the partnership. by the partnership, the Commissionean LLC statute may permit the LLC to

(iii)y The profits interest held by the will communicate with the partnershipchoose management by one or more
partner. by sending all correspondence or noticemanagers (whether or not members) or

(iv) The views of the partners havingto “The Tax Matters Partner” in care of by all of the members. If there are no
a majority interest in the partnershipthe partnership at the partnership’s adelected or designated member-managers
regarding the selection. dress. (as so defined in this paragraph (b)(3))

(v) Whether the partner is a partner (i) Any subsequent designation of aof the LLC, each member will be
of the partnership at the time the taxtax matters partner by the partnershijpreated as a member-manager for pur-
matters-partner selection is made. after the 30-day period will becomeposes of this section.

(vi) Whether the partner is a Unitedeffective as provided under paragraph (c) Effective date.This section ap-
States person (within the meaning ofk)(2) of this section (concerning desig-plies to all designations, selections, and
section 7701(a)(30)). nations made after a notice of beginninderminations of a tax matters partner of

(3) Limited restriction on subsequentof administrative proceeding is mailed).an LLC occurring on or after December
designation of a tax matters partner by (s) Effective dateThis section applies 23, 1996. Any other reasonable designa-
the partnership.For purposes of para-to all designations, selections, and termition or selection of a tax matters partner
graphs (p)(2) and (3)(ii) of this section,nations of a tax matters partner occurof an LLC is binding for periods prior
the partnership cannot designate a parting on or after December 23, 1996.t0 December 23, 1996.
ggf ‘{;V)I(O Inia?c?etrg general partner to serve par. 4. Section 301.6.231(a)(7)—2 ISART 602—OMB CONTROL NUM-

partner in lieu of aadded to read as follows:
partner selected by the Commissioner. BERS UNDER THE PAPERWORK

(r) Notification of partnership-(1) In & 301.6231(a)(7)-2 Designation or se-REDUCT|ON ACT
general. If the Commissioner selects alection of tax matters partner for a Par. 5. The authority citation for part
tax matters partner under the provisionfimited liability company (LLC). 602 continues to read as follows:
of paragraph 1) or (3)(i) of this ity
secfi)on,gthFe) Cgpr;(m)ission(er)(\avill notify (&) In general.Solely for purposes of Authority: 26 U.S.C. 7805. :
b pplying section 6231(a)(7) and Par. 6. In § 602.101, paragraph (c) is

oth the partner selected and the parf amended by adding the entry

nership of the selection, effective as of 301.6231(a)(7)-1 to an LLC, only a; .
the daFt)e specified in the notice. member-manager of an LLC is treated So+-6231(&)(7)-1...1545-0790" in nu-

(2) Limited opportunity for partner- @S @ general partner, and a member dperical order to the table.
ship to designate the tax matters part&n LLC who is not a member-manager Michael P. Dol
ner. (i) Before the Commissioner selectdS treated as a partner other than a Acting Commi chae fl (t)an,l
a tax matters partner under paragrapHgeneral partner. cting Lommissioner Igevr:eﬁlrjnea
(p)(1) and (3)(i) of this section, the (P) Definitions—(1) LLC. Solely for '
Commissioner will notify the partner- purposes of this section, LLC means ampproved November 8, 1996.
ship by mail that, after 30 days from theorganization—
date of the notice, the Commissioner (i) Formed under a law that allows Donald C. Lubick,
will make a determination that it is the limitation of the liability of all Assistant Secretary of the Treasury.
impracticable to apply the largest-members for the organization’s debts_ _ ,
profits-interest rule of paragraph (m)(2)and other obligations within the mean'(DFe"::eedmtl)J){artg% Olfggg g_igea':sde;ﬁld Register on

. . ! . . , , 8 .m., published in
of this section and will select the taxing of 8§ 301.7701-3(b)(2)(ii); and the issue of the Federal Register for December 23,
matters partner unless a prior designa- (ii) Classified as a partnership for1996, 61 F.R. 67454)
tion is made by the partnership. ThisFederal tax purposes.
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Part IV. Items of General Interest

Notice of Proposed Rulemaking SUPPLEMENTARY INFORMATION:  estimated annual burden per respondent
and Notice of Public Hearing . varies from 21 minutes to 8.3 hours,
- ) ) Paperwork Reduction Act depending on individual circumstances,
Qualified Electing Fund Elections The collection of information con- with an estimated average of 35 min-
tained in this notice of proposedutes.

REG-209040-88 rulemaking has been submitted to thé&stimated number of respondents: 1030.
AGENCY: Internal Revenue ServiceOffice of Management and Budget forEstimated annual frequency of re-
(IRS), Treasury review in accordance with the Papersponses: On occasion.

_ . work Reduction Act of 1995 (44 U.S.C. An agency may not conduct or spon-
ACTION: Notice of proposed rulemak- 3507(d)). Comments on the collection ofsor, and a person is not required to
ing and notice of public hearing. information should be sent to theffice respond to, a collection of information

SUMMARY: This document contains ©f Management and Budget Attn: unless the collection of information dis-

proposed regulations permitting certairP€sk Officer for the Department of theplays a valid control number assigned
shareholders to make a special electiohréasury, Office of Information and by the Office of Management and Bud-
under section 1295, in lieu of the elec-Regulatory Affairs, Washington, DC get.

tion currently provided for under that20503, with copies to thénternal Rev- Books or records relating to a collec-
section, with respect to certain preferre@nue Service Attn: IRS Reports Clear- tion of information must be retained as
shares of a passive foreign investmergnce Officer, T:FP, Washington, DCiong as their contents may become ma-
company (PFIC). A shareholder that20224. Comments on the collection Oferial in the administration of any inter-

makes a special election must accourlfformation should be received by Febnal revenue law. Generally, tax returns
for dividend income on the shares subtuary 24, 1997. Comments are specifiand tax return information are confiden-
ject to the special election under speciaf@lly requested concerning: _ tial, as required by 26 U.S.C. 6103.

income inclusion rules, rather than undepVhether the proposed collection of in-

the general income inclusion rules oflormation is necessary for the propeBackground

section 1293. This document also proPerformance of the functions of the rnic yocument contains proposed In-
vides notice of a public hearing on thesénternal Revenue Service, including., o 1ax Regulations (26 CFR part 1)
proposed regulations. whether the information will have prac- \nder sections 1293 and 1295 of the

, tical utility; ;
DATES: Written comments must be re-The accuracy of the estimated burder'g?rfgmlaz'g?eﬁ?gea d%%%e'bf?ﬁgo'?leé?

ceived by March 24, 1997. Requests t@ssociated with the proposed collectio

ek o s ol comen 07 oo (L0 1o h of 135 (e 2 e

be discussed at the public hearingiow the quality, utility, and clarity of o " pevanue Act of 1988 (TAMRA)

scheduled f%f May 8, d19§7, :t -|101:$0the information to be collected may ber,. sections. as amended. were effoc-

i9n37 must be received by April 17,enhanced; . . tive for taxable years of foreign corpora-
. How the burden of complying with the ;1o beginning after December 31,

ADDRESSES: Send submissions toProPosed collection of information may,ggg gection 1293 also was amended
CC:DOM:CORP:R (REG-209040—8g),P¢ minimized, including through the "o Gmnibus Reconciliation Act of

room 5226, Internal Revenue Servic;e"".ppl'c"’Itlon of automated coII_ectlon te.Ch'1993 (OBRA). Guidance for making the

POB 7604, Ben Franklin Station, Washidues or other forms of information sg.tion 1295 election was provided in
ington, DC 20044. Submissions may b echnology, and . roposed regulation § 1.1295-1 and No-
hand delivered between the hours of &Stmates of capital or start-up costs angece 88-125, 1988—2 C.B. 535. Guidance
a.m. and 5 p.m. to: CC:DOM:CORP:RCOStS of operation, maintenance, an garding the annual income inclusion
REG-209040-88), Courier's Desk, In-Purchase of services to provide informay e ‘for shareholders making a section
ternal Revenue Service, 1111 Constituo": 1295 election was provided in proposed

tion Avenue, NW, Washington, DC. Al- pr;)rphoesgg”rz(gijcl)gtig; iigf(i)r:n;?gsgsier:j trfgsuregulation § 1.1293-1.

ternatively, taxpayers may submit® - . .
commentsyelectrc?nigally via t%/e Interneﬂat'on _§ 1.1295-2(c)(3) and propose_szpranatlon of Provisions

bv selecting the “Tax Reqs” option on regulation 8§ 1.1295-2(e) and (f). This ) ) )
Yy g gs' op information will notify the Commis- SPecial Preferred Section 1295 Election

the IRS Home Page, or by submitting_. h . harehold h
comments directly to the IRS Internet>'ONer that certain shareholders havg nyoduction
ade the special election. In addition,

site. athttp:/www.irs.ustreas.gov/prod this information will enable the IRS to The passive foreign investment com-
tax_regs/comments.html. The public oS o
hearing will be held in room 3313, determmg if a s'harehold_er qqallf[es forpany (PFIC) (ulgs of the 'Code are
Internal Revenue Buiiding, 1111 Constif® 2GR BEEOT S0 - o8 S el opportunities. associated wih oq-
tution Avenue, NW, Washington, DC. posed regulation § 1.1293-2. The coluity investments by United States per-
FOR FURTHER INFORMATION CON- lection of information is mandatory. Thesons in foreign corporations that have
TACT: Concerning the regulations,likely respondents are individuals, busi-substantial levels of passive income or

Judith Cavell Cohen, (202) 622-3880nesses, and other for-profit organizaassets. The PFIC rules eliminate tax

concerning submissions and the hearingions. deferral opportunities by applying the
Evangelista Lee, (202) 622-7190 (noEstimated total annual reporting/section 1291 interest charge regime to
toll-free numbers). recordkeeping burden: 600 hours. Th&FIC shareholders that fail to make a
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section 1295 annual income inclusiortion regarding the PFIC in order toUnited States persons that are pass-
election (section 1295 election). In genimake the special section 1295 electiorthrough entities, including partnerships,
eral, the section 1291 interest charge The proposed regulations are issue& corporations, trusts and estates, may
regime applies to the “extraordinary” under two sections of the Code. Sectiomualify as shareholders.
portion of any distribution received by 1.1295-2 of the proposed regulations The special preferred QEF election
the shareholder, and any gain recognizeprovides rules for making a QEF elec+egime is narrowly targeted to eliminate
on a disposition of shares. tion under the special proposed sectiogertain of the information reporting and
The PFIC rules apply to investmentsl?95 election regime (special preferredollection requirements associated with
in both common and preferred shares oQEF election). Section 1.1293-2 dethe existing section 1295 election and
a PFIC. Preferred shares, unlike comscribes the annual income inclusiomnnual inclusion rules for U.S. retall
mon shares, generally provide for lim-rules for shareholders that have madevestors in preferred shares of PFICs.
ited dividend and liquidation or redemp-the special preferred QEF election. Treasury and the Service believe that the
tion rights, and thus do not participate The proposed regulations would applyspecial preferred QEF election regime
significantly in corporate growth. Ac- only with respect to qualifying preferredshould only apply with respect to for-
cordingly, preferred shares of a PFICshares issued after the date the proposeign corporations that are not expected
generally do not afford U.S. investorsregulations are finalized. to be in a position to provide U.S. tax
with the same potential for U.S. tax . , accounting information to shareholders.
deferral as common shares of a PFI e'rrzgllstll;oglerggglnng the special pre'Accordingly, proposed regulation
Preferred shareholders, like common § 1.1295-2(c)(2) provides that the spe-
shareholders, may make the section Under proposed regulation § 1.1295<ial preferred QEF election does not
1295 election to avoid the interest2(a), the special preferred QEF electiorapply to holders of preferred shares in a
charge regime of section 1291. Sharemay be made in lieu of the section 1299PFIC that is a controlled foreign corpo-
holders that make the section 129%lection described in proposed regularation. Further, proposed regulation
election are required under section 1298on § 1.1295-1 and Notice 88-125.8 1.1295-2(c)(3) provides that the spe-
to include in income annually, as ordi-1988—-2 C.B. 535 (regular section 129%ial preferred QEF election does not
nary income, their pro rata share of theelection), with respect to certain types ofapply to holders that own 5 percent or
PFIC’s ordinary earnings and, as longpreferred shares (qualified preferrednore of the vote or value of any class
term capital gain, their pro rata share oshares) by certain holders satisfying preef shares of the PFIC. Holders of five
the PFIC’s net capital gain for the yearscribed ownership requirements. percent or more of the vote or value of
In order to determine their pro rata The special preferred QEF electiomany class of shares generally are not the
share of ordinary earnings and net capimay only be made with respect totype of retail investor that the proposed
tal gain, shareholders that have made qualified preferred shares as defined imegulations are designed to assist. Such
section 1295 election must obtain cerproposed regulation § 1.1295-2(b). Tdolders may only make the section 1295
tain U.S. tax accounting informationensure that the special preferred QEElection provided under current rules.
from the PFIC regarding the PFIC’selection cannot be used for tax avoid- Proposed regulation 8 1.1295-2(c)(3)
earnings. If this information is not avail- ance purposes and to reduce complexityequires the corporation to provide to
able, the shareholders cannot make ththe proposed regulations define qualifiegtlecting shareholders a statement, di-
section 1295 election. If the requisitepreferred shares narrowly to includerectly or in a disclosure document gen-
information is available, the annual in-only a limited class of preferred sharesrally available to all U.S. shareholders,
formation reporting and collection re-likely to be marketed to U.S. retail either that it is or that it reasonably
quirements associated with the sectioinvestors. Although the definition of believes that it is a PFIC and that it is
1295 election may render the electiomualified preferred shares includes botmot a controlled foreign corporation.
impractical for smaller investors. Be-cumulative and non-cumulative pre-Shareholders that fail to receive such a
cause preferred shares often do nderred shares, the definition excludestatement are not permitted to make a
afford investors with significant tax- various types of preferred shares, includspecial preferred QEF election
deferral opportunity, commenters haveng preferred shares denominated in a Proposed regulation 8§ 1.1295-2(d)
suggested that the current section 129%reign currency and preferred shareslescribes the effect of the special pre-
election regime should be simplified forissued at a significant discount to theiferred QEF election. Proposed regulation
certain types of preferred shares. liquidation or redemption amounts. The§ 1.1295-2(d)(1) provides that shares
The proposed regulations adopt a speRPFIC issuing the preferred shares musubject to a special preferred QEF elec-
cial section 1295 election regime thatepresent that it intends to pay dividendsion will be treated as shares of a
would require holders of certain pre-currently. Proposed regulationpedigreed QEF (as defined in proposed
ferred shares of a PFIC that elect to b& 1.1295-2(b) provides additional re-regulation § 1.1291-1(b)(2)(ii)) for all
subject to the regime to accrue annuallgtrictions with respect to preferredtaxable years of the foreign corporation
ordinary dividend income with respectshares acquired in secondary markehat are included wholly or partly in the
to the preferred shares regardless of theeansactions. shareholder’s holding period of the
holder’s pro rata share of ordinary earn- Proposed regulation § 1.1295-2(ckhares. Under the proposed regulations,
ings or net capital gain of the PFIC fordescribes shareholders who may makie election will apply to all qualified
the year. Because shareholders woulthe election. Under proposed regulatiompreferred shares of a foreign corporation
accrue income regardless of the earning$ 1.1295-2(c)(1), any United States perewned directly by the shareholder that
and net capital gain of the PFIC, shareson that acquires qualified preferrecare acquired in the taxable year with
holders that elect to be subject to theshares for cash or in certain nonrecognirespect to which the election is made.
regime would not have to report andtion transactions and that holds sucklthough a special preferred QEF elec-
collect any U.S. tax accounting informa-shares directly may make the electiontion will not apply automatically to
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qualified preferred shares acquired irtime during the period that the share2(a). Under § 1.1293-2(c)(1), annual
subsequent taxable years of a shardrolder owns qualified preferred shareamounts are included in income by
holder, the proposed regulations permisubject to the election. A shareholdeshareholders irrespective of the PFIC's
the shareholder to make separate specialay not itself terminate a special pre-earnings and profits. In this regard, the
preferred QEF elections with respect tderred QEF election. special preferred QEF election differs
qualified preferred shares acquired i from the regular section 1295 election in
later years. that shareholders making the special
Proposed regulation § 1.1295-2(d)(2 preferred QEF election must accrue the
provides that the special preferred QEF Under proposed regulation § 1.1293-annual amount as ordinary income even
election regime applies whether or no2(a), a shareholder that has made # the amount exceeds the shareholder’s
the foreign corporation is a PFIC in anyspecial preferred QEF election muspro rata share of the foreign corpora-
year subsequent to the year of thenake annual income inclusions withtion’s earnings and profits. Proposed
election. Accordingly, shareholders thatespect to qualified preferred shares sulregulation § 1.1293-2(c)(3) requires the
make the special preferred QEF electiofect to the election. Unlike the annualshareholder to include the annual divi-
must make annual § 1.1293-2 incoméncome inclusions provided under secdend amount as ordinary income regard-
inclusions, as provided in proposedion 1293 and proposed regulationess of whether any portion of the
regulation § 1.1295-2(d)(3), even if the§ 1.1293-1, the annual inclusions undePFIC’s earnings for the year represents
foreign corporation does not qualify as a@he special preferred QEF election renet capital gain. Proposed regulation
PFIC for a particular year. gime are determined without regard t&8 1.1293-2(c)(4) provides rules for the
Proposed regulation § 1.1295-2(ejhe shareholder’s pro rata share of thé&éax-free distribution of previously taxed
specifies the time and manner of makindoreign corporation’s ordinary earningsamounts. Proposed regulation § 1.1293—
the special preferred QEF election. Iror net capital gains. 2(c)(5) provides certain basis adjustment
order to make the special preferred QEF Proposed regulation § 1.1293-2(bYules similar to the basis adjustment rule
election, a shareholder files Form 862Jrovides rules for determining theof section 1293(d). Finally, proposed
(Return by a Shareholder of a Passivamount that a shareholder must includeegulation 8§ 1.1293-2(c)(6) provides
Foreign Investment Company or Quali-in income annually under the speciafules intended to limit the effect of a
fied Electing Fund), for the taxable yearpreferred QEF election regime. Underspecial preferred QEF election to the
of the election, checking the appropriatehe proposed regulations, this annuathareholder making the election. Ac-
box in Form 8621, Part I, for making amount consists of two components. Theordingly, a special preferred QEF elec-
the section 1295 election, and indicatindirst component is an annual inclusiontion will not affect the foreign corpora-
in the margin of Part | that the share-amount based on a ratable daily portiotion’s calculation of its earnings and
holder is making a special preferredof dividend income that accrues on theprofits, and will have no consequences
QEF election with respect to certainqualified preferred shares (annual divifor shareholders that have not made a
specified shares. In addition, the sharedend amount). This ratable inclusionspecial preferred QEF election.
holder must attach to Form 8621 a briefule for the annual dividend amount is
statement containing the information andinalogous to the rule for inclusion of
representations contained in proposethcome with respect to periodic pay- It has been determined that this notice
regulation 8§ 1.1295-2(e)(2)(ii). Underments on notional principal contractsof proposed rulemaking is not a signifi-
proposed regulation § 1.1295-2(f), inunder 8§ 1.446-3. The second compoeant regulatory action as defined in
subsequent years, the shareholder musént of the preferred QEF amount ariseExecutive Order 12866. Therefore, a
file Form 8621 with respect to theonly in respect of fixed term preferredregulatory assessment is not required. It
foreign corporation but need not attactshares, as described proposed regulatiosm hereby certified that these regulations
any statement to the form. For all§ 1.1295-2(b)(vii), acquired in a sec-do not have a significant economic
taxable years covered by the electionpndary market transaction, and is calcuimpact on a substantial number of small
the shareholder must report on Line 6dated based on the ratable inclusion oéntities. This certification is based on
of Part Il of Form 8621 the amountthe excess, if any, of the redemptiorthe fact that these regulations represent
includible under proposed regulationprice of the shares over the acquisitiora wholly elective simpler alternative to
§ 1.1293-2 with respect to qualifiedcost of the shares (preferred discounthe section 1295 election described in
preferred shares subject to a speci@mount). This ratable inclusion rule for§ 1.1295-1 and Notice 88-125, 1988-2
preferred QEF election. the preferred discount amount is analo€.B. 535, and impose a lighter collec-
Proposed regulation § 1.1293-2(gpous to the rule for the ratable inclusiortion of information burden. Further, the
states that a sale, exchange or othef market discount on certain debt underequirement that electing shareholders
disposition of shares subject to a speciadection 1276(b)(1). The Service andndicate their special election on Form
preferred QEF election terminates thélreasury solicit comments regarding theé8621 annually and attach a statement,
election with respect to those sharesncome inclusion rules of the proposedoroviding certain information in the first
Also, the Commissioner may terminateregulations, including comments as tosear of the election only, is minimal and
or invalidate an election if a shareholdemwhether foreign corporations and theiwill not impose a significant economic
fails to satisfy the initial or ongoing agents could effectively assist holders inmpact on electing shareholders. There-
requirements of the election. For ex-complying with the income inclusion fore, a Regulatory Flexibility Analysis
ample, the Commissioner may terminateules applicable to preferred discountunder the Regulatory Flexibility Act (5
or invalidate a special preferred QEF Proposed regulation § 1.1293-2(cJ.S.C. chapter 6) is not required. Pursu-
election if the shareholder owns fiveprovides certain special rules regardingnt to section 7805(f) of the Internal
percent or more of the vote or value ofthe annual income inclusion requiredRevenue Code, this notice of proposed
any class of shares of the PFIC at anyinder proposed regulation § 1.1293+ulemaking will be submitted to the
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Chief Counsel for Advocacy of the Par. 2. Section 1.1293-2 is added tdor a period (wholly or partly within the

Small Business Administration for com-read as follows: shareholder’'s taxable year) for which
ment on its impact on small business. dividends on the share are calculated

. . § 1.1293-2 Special Inclusion Rules folbased upon the redemption or liquida-
Comments and Public Hearing Special Preferred QEF Election tion price of the share multiplied by a

fixed percentage rate.
(c) Special rules of application(1)
arnings and profits disregardedThe

Before these proposed regulations are

adppted as fi_nal regulations:, ConSider|'ng a shareholder that is a pass-througpg
ation will be. given to any written com- entity, as described in § 1.1295-2(c)(1)hmounts to be included in income pur-
ments (2 signed oniginal and eight (8knai” makes a special preferred QE Suant to this section are determri)ned
copies) that are submitted timely t0 they e cion under § 1.1295-2 must, regard; ithout regard to the earninas and prof-
IRS..A!I comments will be .ava|lable for less of the shareholder's method g(tvs o thegforei e oratiogn o pre-
public |n§pectlor} and copying. ccounting, include in income in respectpact to whick? the IOS ecial preferred
A public hearing has been SQhedUIe(gf each share subject to the election, a@pEF election apolies P P
for May 8, 1997, at 10:00 am. In 190Mannual amount (preferred QEF amount) (2) Year of inF():FI)usio.nThe shareholder

3313, Internal Revenue Buildin%,' 1111§etermined according to the rules Ofnciudes the preferred QEF amount in
Constitution Avenue, NW, Washington aragraph (b) of this section. A share; taxabl ithout d to th
DC. Because of access restrictions, visi j%s axaple year without regard to the

X : holder that makes a special preferregh, -bie vear of the foreign corporation
tors will not be admitted beyond theygr glection must include the preferre ith resgect t0 which thg specpial ore-
Internal Revenue Building lobby MOre SEE amount in income under this SeCrerred OEF election applies.

tsk;:rr'ls 15 minutes before the hearingjon for each year in which the taxpayer (3) Character of inclusions. The
. continues to hold a share that is subje : i

The rules of 26 CFR 601.601(a)(3)io the election. The rules of this Sectio%&aéﬁgfsldiﬁrir:gg#c;ezsaglrd;i)r:gerree;n%Eg
apply to the hearing. apply in lieu of the general rules of 4y Treatment of distributior?/sDistri— »

Persons that wish to present oOrabection 1293 and § 1.129311. butions received by a shareholder on
comments at the hearing must submit ) preferred QEF amount(1) In shares subject to a special preferred
written comments by March 24, 1997égeneral.The preferred QEF amount for QEF election that are paid out of earn-
. . ny share subject to a special preferre i i -
discussed and the time to be devoted B er g jaction is the sum of the ratablqiogns aﬁgdngmtjugfeéhﬁ] ];]Orrc?;gnin%%rra%r%f
each topic (signed original and eight (8)qajty portion of each periodic dividend the shareholder to the extent the distri-
copies) by April 17, 1997. amount (as described in paragraph (b)(Zutions do not exceed the preferred QEF

A perIOd Of 10 minutes WI” k.)e a”Ot- Of th|S Section) on the Share fOI’ theamounts (other than any portion Of
ted to eaCh person for maklng Com-taxable year of the shareholder to Whic;referred QEF amounts Consisting Of

(a) In general.A shareholder (includ-

ments. : ; .
, that portion relates, plus the preferregyreferred discount amounts) previously
An agenda showing the schedule OdEiscount amount (as defined below), ifincludible in income pursuant to this

speakers will be prepared after the deacyny for the taxable year. For purposesection. These distributions will, how-

line for receiving outlines has passedof this section, the preferred discouniver, be treated as dividends for all
COpIeS of the agenda WI” be avallabl%.mount fOI‘ a taxable yea.r iS the amounbthe}' purposes of the Code and regu'a-
free of charge at the hearing. that bears the same ratio to the totafions. Amounts distributed to a share-

Drafting Information amount of preferred discount (as dehoglder with respect to shares subject to
. scribed in § 1.1295-2(b)(2)(i)) on theg special preferred QEF election that
The principal author of these regulashare as the number of days that thexceed amounts previously included in

tions is Judith Cavell Cohen of thetaxpayer held the share in the taxablgncome under this section with respect
Office of Associate Chief Counsel (In-year bears to the number of days aftefy such shares are treated for all pur-
ternational). However, other personnethe date the taxpayer acquired the shaigyses of the Code and regulations as a
from the IRS and Treasury Departmenand up to (and including) the share'syistribution of property subject to the
participated in their development. redemption date as established under thg|es of section 301.

e x principles of § 1.305-5(b). Notwith- (5) Basis adjustment rulesThe ad-

standing the preceding sentence, the pr@isted basis of a shareholder in shares
Proposed Amendments to the Regulderred discount amount for a taxabl&hat are subject to a special preferred

tions year is zero if the preferred discount OMQEF election shall be—

the share at the time of its acquisition " (j) |ncreased by any amount that is
by the shareholder was less than apcluded in the gross income of the
amount equal to 1/4 of 1 percent of theshareholder under paragraph (a) of this
PART 1—INCOME TAXES redemption price of the stock, multipliedsection: and

o by the number of complete years from (jiy Decreased by any dividends (not
Paragraph 1. The authority citation forthe date of acquisition of the stock toig exceed the amount included in gross

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

part 1 is amended by adding an entry inthe redemption date of the stock. income under paragraph (a) of this sec-
numerical order to read as follows: (2) Periodic dividend amountA peri-  tion) actually paid to the shareholder in
Authority: 26 U.S.C. 7805 * * * odic dividend amount is the amountrespect of such shares.
Section 1.1293-2 also issued under 2fayable with respect to a share, whether (6) Effect limited to electing share-
U.S.C. 1297(f). on a cumulative or noncumulative basisholder. This section does not apply to
Section 1.1295-2 also issued under 26this proposed regulation was published on Aprithe foreign corporation with respect to
U.S.C. 1297(f). * * * 1, 1992, at 57 Fed. Reg. 11024. which a special preferred QEF election
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applies. Accordingly, the provisions ofDecember 1, 1999. FC had sufficient earnings anthately $3.75 (150/180 multiplied by $4.50). Peri-
this section will not affect the foreign profits, within the_meamng of section 312, for its odic dividend amount 2 in respect of each share
iy : : .~ _taxable year ending on March 31, 2000, so thapwned by A is $5 (1/2 multiplied by the applicable
corporatl_ons calculation of its €arningS,ciyal distributions to all shareholders of Class Aannual LIBOR of 10 percent set on June 1, 1999,
and profits for any purpose of the Codestock in that year were treated as paid out ofyltiplied by $100). Because A owned the share
or regulations. In addition, the rules ofearnings and profits of FC. for the entire period associated with periodic
this section apply only for purposes of (i) Tax consequences to A for As taxable yeagividend amount 2, As ratable portion of periodic
determining the tax consequences fo‘?g?am?a%eczmgfrth:igsl’se]-cgti‘cZ)sr?SArergﬁlsrte?ncTSg:rindiVidend amount 2 for 1999 is the full $5.
holders of shares subject to the electiorbreod sL (%) 21 {18 SEion AL ITOUeh Cperiodic dvidend amount 3 i respect of each
Thus, the election shall have no effec are owned by A s $4.50 (1/2 multiplied by the

referred QEF amount. The preferred QE aopli
L 3 applicable annual LIBOR of 9 percent set on
on the application of the Code or regu-amount, as determined under paragraph (b) of th'Becember 1, 1999, multiplied by $100). Because

lations with respect to the tax consesection, for As 1998 taxable year is the ratable, " 14'co 0 share of Class A Stock for one month

: ti f h iodic dividend t for that
quences of the ownership of shares thiﬁ;:)r::; fggc&ptﬁg?e Izrelvt%gé paer:}gélir(l: d(i)\:ide%. 1999 for the period associated with periodic

are not subject to the election, includingymounts: The periodic dividend amount for thedividend amount 3, As ratable portion of periodic
for purposes of determining whether anyeriod from December 1, 1997, to June 1, 199glividend amount 3 for 1999 is approximately $.75
distributions from the foreign corpora-(periodic dividend amount 1), the periodic divi- (30;180dmu|t|p||ed by ?4-50)- Accordingly, ASI
: ; end amount for the period from June 1, 1998, t@Preferred QEF amount for 1998 is approximately
tt;on with éespe(;[ to Su%h Sha.'ref Shgu!gecember 1, 1998 (periodic dividend amount 2)$9.50 ($3.75 + $5 + $.75). A must include
e t'reate as avmg. een Included g the periodic dividend amount for the periodapproximately $950 ($9.50 per share, multiplied
the income of any United States persoftom December 1, 1998, to June 1, 1999 (periodidy 100 shares) in income as ordinary income for
pursuant to section 1293((:) or sectiomlividend amount 3). Periodic dividend amount lits 1999 taxable year even though FC was not a
959. in respect of each share owned by A is $4 (1/2PFIC for FC’s taxable year ending in 2000. The
i _ multiplied by the applicable annual LIBOR of 8 current distributions and arrearages actually paid
(d) E)gamples. The following ex- norcent set on December 1, 1997, multiplied byt A with respect to the Class A Stock are not
amples illustrate the_ rules _Of paragraphe $100 amount payable on redemption). Becausgciudible in income by A under paragraph (c)(4)
(@), (b) and (c) of this section. AlthoughA acquired the shares on May 1, 1998, As ratable) ihis section because they constitute amounts
these examples assume a 30-day montigrtion of periodic dividend amount 1 for 1998 is previously included in income.

; roximately $.67 (30/180 multiplied by $4) per
360-day year, any reasonable Coummgﬁgre. Periogi/ic$ diviéend amountpz in yegpécg of Example 2. Preferred Discount(i) Facts. The

method may be used to compute th@,ch share owned by A is $3.50 (1/2 multiplied byfacts are the same as Example lexcept that A
length of accrual periods. For purposese applicable annual LIBOR of 7 percent set orAcquired the 100 shares of Class A Stock for
of simplicity, the relevant amounts aslune 1, 1998, multiplied by $100). Because A$9000.

stated are rounded to two decimaPwned the shares for the entire period associated (i) Tax Consequences to A for As taxable year
places. However, the computations d ith periodic dividend amount 2, As ratable ending December 31, 19984) Because the Class

- ortion of periodic dividend amount 2 for 1998 is A stock is fixed term preferred stock (as described
not reflect any such rounding convenshe full $3.50 per share. Periodic dividend amoun, § 1.1295—2(b)(1)(\F/)ii)) and A aC((quired each

O amile & Bretoted GEF amoue) Eacis, (15 mulberac by e apptcae saneal LIBom of Share of the Class A stook with $10 of preerted
(A) On May 1, 1998, A, an individual who files 9 percent set on December 1, 1998, multiplied bd|sc0unt, as described in § 1.1295-2(b)(2), As
his returns on a calendar year basis, purchased f$100). Because the portion of 1998 associate?
$10,000 in a single secondary market transactiowith periodic dividend amount 3 is only the month
100 shares of nonconvertible Class A $100 paof December, 1998, As ratable portion of periodic
value preferred stock (the Class A Stock) of FC, alividend amount 3 for 1998 is approximately $.75 : ;
foreign corporation with a taxable year ending on(30/180 multiplied by $4.50). Accordingly, As section, plus the preferred discount amount de-
March 31. preferred QEF amount for 1998 is approximately'sc"'be‘j in paragraph (_b)(l) of this Sec“?”-

(B) The terms of the Class A Stock provide for$4.92 ($.67 + $3.5 + $.75) per share. A must (B) The preferred discount amount with respect
a mandatory redemption of the Class A Stock bynclude approximately $492 (approximately $4.92t0 each share is approximately $.47 ($10 multi-
the issuer at par on June 1, 2012. The Class fer share, multiplied by 100 shares) in income aglied by 240 days/5070 days to maturity). A must
Stock is not redeemable pursuant to an issuer catirdinary earnings for its 1998 tax year eveninclude approximately $47 ($.47 per share, multi-
or holder put on any other date. Each share ofhough FC paid no actual dividend to shareholderBlied by 100 shares), together with the amount
Class A Stock provides for a semi-annual cumulaof Class A Stock for the period in 1998 during calculated in paragraph (d)(ii) dixample 1of this
tive distribution payable in dollars on June 1 andwhich A held the Class A Stock. section, in income as ordinary earnings for its
December 1 equal to one-half the product of the (iii) Tax consequences to A for A's taxable year1998 tax year even though FC paid no actual
par value of the Class A Stock and the applicablending December 31, 1999. As required undeflividend to shareholders of Class A Shares for the
annual dollar LIBOR in effect on the distribution paragraph (a) of this section, A includes in gros€riod in 1998 during which A held the Class A
date immediately prior to the relevant distributionincome for its 1999 taxable year its preferred QEFStOCk-
date. The shares of the Class A stock are qualifiedmount for 1999. The preferred QEF amount, as (iii) Tax consequences to A for A's taxable year
preferred shares in the hands of A. A purchases ndetermined under paragraph (b) of this section, foending December 31, 1999The portion of the
other qualified preferred shares of FC during itsA's 1999 taxable year is the ratable portion ofpreferred discount on each share includible under
1998 or 1999 taxable years. each periodic dividend amount for that year. Fomparagraph (a) of this section is approximately $.71

(C) A made a special preferred QEF election1999, there are three periodic dividend amounts($10 multiplied by 360 days/5070 days to matu-
for As taxable year ended December 31, 1998The periodic dividend amount for the period fromrity). A must include this amount, together with
which applies to the Class A Stock acquired by ADecember 1, 1998, to June 1, 1999 (periodi¢ghe amount calculated in paragraph (d)(iii) of
on May 1, 1998. FC is a PFIC under section 129@lividend amount 1), the periodic dividend amountExample 1of this section, in income as ordinary
for its taxable year ending March 31, 1999, butfor the period from June 1, 1999, to December 1garnings for its 1999 tax year even though FC was
FC is not a PFIC for its taxable year ending1999 (periodic dividend amount 2), and the peri-not a PFIC for FC’s taxable year ending in 2000.
March 31, 2000. FC paid no current dividends orodic dividend amount for the period from Decem-The current distributions and arrearages actually
June 1, 1998, and December 1, 1998, paid thber 1, 1999, to June 1, 2000 (periodic dividendpaid to A in 1999 with respect to the Class A
June 1, 1999, dividend currently on June 1, 1999%mount 3). Periodic dividend amount 1 in respecftock are not includible in income by A under
together with accumulated distributions from Juneof each share owned by A is $4.50 (1/2 multipliedparagraph (c)(4) of this section, because they
1, 1998, and December 1, 1998, and paid th&y the applicable annual LIBOR of 9 percent setconstitute amounts previously included in income.
Gecember 1. 1999, diadend curenty on Decemon December 1. 199 mulipled by $100, 8. (c) Effective date.The rules under
percent on December 1, 1997, 7 percent on Jurraonths in 1999 for the period associated Witr?t,hls section apply with r,esDeCt to qual,l'
1, 1998, 9 percent on December 1, 1998, 1@eriodic dividend amount 1, A's ratable portion of fi€d preferred stock _SUbJeCt to a special
percent on June 1, 1999, and 9 percent operiodic dividend amount 1 for 1999 is approxi-preferred QEF election made after the
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referred QEF amount to be included by A for the
axable year consists of the sum of the ratable
daily portion of each periodic dividend amount, as
calculated in paragraph (d)(ii) dxample 1of this



date that is 30 days after the date ofion. For the applicability date of this (ix) If redeemable, the share is re-
publication of this document as a finalsection, see paragraph (h) of this seadeemable only in whole and not in part

regulation. tion. and is not subject to mandatory redemp-
Par. 3. Section 1.1295-2 is added to (P) Qualified preferred share de- tion within five years of the issue date
read as follows: fined—(1) In general. For purposes of of the share. Further, the share is not

this section, a share of a foreign corposubject to a holder put or issuer call
§ 1.1295-2 Special Preferred QEI:_ration is a qualified preferred share onlythat, based on aII_the facts and circum-
Election if— o . stances as of the issue date of the ;hare,
' () The share was originally issuedis more likely than not to be exercised
(a) In general. This section provides for cash or in exchange for qualifiedat a time within five years of the issue

make a special election under sectiofOn in a transaction to which section (x) If convertible, the share is not

1295 (special preferred QEF election) in324(a)(1) applied; . convertible into a share other than a
lieu of the election described in (i) If the share were to constitute ashare meeting all the conditions set forth

§ 1.1295-2 and Notice 88-125, 1988—2debt obligation, the share would be inin paragraphs (b)(1)(i) through (b)(1)(ix)
C.B. 535 (see § 601.601(d)(2)(i) of registered form within the meaning ofof this section; and o
this chapter), with respect to certaind 5f.103-1(c) of this chapter; (xi) The issuer of the share has indi-
preferred shares (qualified preferred (i) All amounts payable with respect cated in an offering document relating
shares) of a foreign corporation that® the share are denominated in U.So the original issuance of the share or
certifies either that it is a PFIC (asdollars and are not determined by referin a written statement available to U.S.
defined in § 1.1291-1(b)(1)(®)or that €nce to the value of a currency otheholders that the issuer has no current
it reasonably believes that it is a pricthan the U.S. dollar; intention or belief that it will not pay
In order to make a special preferred (V) The share is limited and pre-dividends on the share on a current
QEF election, a shareholder must Satisfi)erred as to dividends and does nobasis and that the share meets the
the stock ownership requirement ofParticipate in corporate growth to anyconditions set forth in paragraphs
paragraph (c)(2) of this section. A Spesignificant extent within the meaning of (b)(1)(i) through (b)(1)(x) of this section

cial preferred QEF election of a shareSection 1504(a)(4)(B); ~and this paragraph (b)(1)(xi). _
holder applies only to those qualified (v) The share has a fixed redemption (2) Special rules for shares acquired

rectly by the shareholder in the taxable (Vi) The share provides for cumula-Fixed term preferred stockA share of
year of the shareholder for which thefivé or noncumulative dividend rights fixed term preferred stock (as described
election is made. A shareholder makindhat are limited to an annual (or shortein paragraph (b)(1)(vii) of this section)
a special preferred QEF election musPeriod) amount computed by multiply-that satisfies the conditions set forth in
account for dividend income on sharednd either the redemption or liquidationparagraph (b)(1) of this section and that
subject to the election under the specidpfice of the share by a specified indexs acquired in a transaction other than in
income inclusion rules described indescribed in § 1.446-3(c)(2)(i), (iii), or connection with the initial issuance of
§ 1.1293-2, rather than under the ger@V) (specified index), or by a specifiedthe share (a secondary market transac-
eral income inclusion rules of sectionindex periodically re-established pursudtion), shall constitute a qualified pre-
1293 and § 1.1293-1. In addition, forant to an auction reset mechanism, set iferred share with respect to a share-
purposes of determining the tax conse@dvance of the period with respect tcholder, but only if the shareholder
guences of owning shares subject to th@hich the specified index applies; acquires the share for cash and the share
special preferred QEF election, an elect- (Vi) If the share may be redeemedhas preferred discount (as defined be-
ing shareholder must treat the foreigrinder circumstances described iow) that is less than or equal to an
corporation as a PFIC for the entire§ 1.305-5(b) such that redemption preamount equal to 1 percent of the re-
period during which the shareholderMium (as described in § 1.305-5(b))demption price, multiplied by the num-
continues to hold any of such sharesgould be treated under section 305(c) aker of complete years from the date of
Paragraph (b) of this section define® constructive distribution (fixed termacquisition of the share to the redemp-
qualified preferred share. Paragraph (djreferred stock), the share was not istion date as established under the prin-
of this section provides rules for deter-Sued with redemption premium exceedeiples of § 1.305-5(b). Sales of shares
mining who may make the special prejng the de minimis amount described into bond houses, brokers, or similar per-
ferred QEF election. Paragraph (d) off€ction 305(c)(1) and § 1.305-5(b)(1)sons or organizations acting in the ca-
this section provides rules concerning (Viil) If the share may not be re- pacity as underwriters, placement
the effect of the election. Paragraph (efleéemed under circumstances describeaents, or wholesalers are ignored for
of this section provides rules for theln & 1.305-5(b) such that redemptiorpurposes of determining whether a share
time and manner of making the electionPrémium would not be treated underis acquired in connection with the initial
Paragraph (f) of this section sets fortiSection 305 as a constructive distributionissuance of the share. For purposes of
the annual reporting requirement for thdPerpetual preferred stock), the sharehis section, the preferred discount for a
election. Paragraph (g) of this sectiorfloes not provide shareholders with thehare is the excess of the redemption
provides rules concerning the possibléight to receive an amount upon liquida-price of the share payable on the re-
termination or invalidation of the elec-tion or redemption that exceeds thedemption date over the shareholder’s

T — ) ) issue price of the share (as determinedcquisition cost for the share.
This proposed regulation was published on April

1 1992 at 57 Fed Re under the principles of section 1273(b)) (ii) Perpetual preferred stocld share

, : . Reg. 11024. , S

3 This proposed regulation was published on Aprily @n amount in excess of 5 percent obf perpetual preferred stock, within the
1, 1992, at 57 Fed. Reg. 11024. such liquidation or redemption amount;meaning of paragraph (b)(1)(viii) of this
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section, that satisfies the conditions sah § 1.1291-6(&) (nonrecognition trans- that it reasonably believes that it is, a
forth in paragraph (b)(1) of this sectionaction) and that holds such shares diPFIC, and that it is not a controlled
and that is acquired in a secondaryectly may make a special preferredoreign corporation within the meaning
market transaction, shall constitute aEF election, provided that, in the casef section 957(a) for such taxable year
qualified preferred share with respect tf shares acquired in a nonrecognitiorof the corporation. The statement must
the shareholder, but only if the sharetransaction, either the qualified preferredbe provided directly to the electing
holder acquires the share for cash anghares are treated as stock of a pedshareholder or in a disclosure or other
the amount payable upon liquidation Ofyreeq QEF, as defined in § 1.1291-document generally available to all U.S.
the share exceeds the shareholder's agiyy 2y i), immediately prior to the non- holders. Electing shareholders must re-
qU|S|t|0n| COSth for the slharel by anrecognition transaction, or the gain, iftain a copy of the statement for their
g;ns?uucnr;[ "esusi dtat?onnoz:n”?glfr?t to 10 percehﬁny, realized on the transaction wouldecords.

(i) Ex?;tmples. The foliowing ex. Perecognized under § 1.1291-6(b) with (d) Effect of electior~(1) In general.
amples illustrate the rules of this paral/ESPECt to the nonrecognition transactnless terminated or invalidated pursu-
graph (b)(2). tion. A special preferred QEF electionant to paragraph (g) of this section,

Example 3—(i) Facts.On May 1, 1998, A, an will not apply to any shares with respectshares subject to a special preferred
individual who files her return on a calendar yeat0 Which the electing shareholder is arQEF election will be treated as shares of
basis, purchases for $9000 cash in a singlendirect shareholder, within the meaninga pedigreed QEF (as defined in
secondary market transaction (as defined in pargyf g 1.1291-1(b)(8). Solely for purposes§ 1.1291-1(b)(2)(ii)) for all taxable
gaen 0G0 of e secon) 100 snares o s secton, parinerships, S corporayears of fhe foreign corporation that are
stock (Class A Stock) of FC, a foreign corporationtions, trusts and estates (pass-throughcluded wholly or partly in the share-
with a taxable year ending March 31. The terms oentities) that directly own qualified pre-holder’s holding period of the shares. A
the Class A Stock satisfy all the conditionsferred shares are treated as shareholdespecial preferred QEF election applies to
desrbed n pragrh ()1 f 1 ecten &nat may make a specil preferted QERl qualed prefrred shares owned d
gtock by the issuer in yU.S. doIFI)ars at par on Jun&lection. A shareholder may not make aectly by the shareholder that are ac-
1, 2012. The Class A Stock is not redeemabl&pecial preferred QEF election if at anyquired in the taxable year of the elec-
pursuant to an issuer call or holder put on antime the shareholder made a sectiotion. Separate special preferred QEF
o e, e for A to mak ., 1295 election (other than a special preelections may be made for qualified
o e DL . S fered QE cleton) withrespct o (epefeed ares e i ofer tx.
Stock acquired by A, the Class A Stock acquiredOr€ign corporation. A shareholder mayable years of the taxpayer. A special
must constitute qualified preferred shares. AlNOt make a special preferred QEF elecpreferred QEF election is personal to the
though the Class A Stock meets the requirement§on unless the shareholder satisfies thehareholder that made the election and
o, e B, S, L., PAtock ownershi reaurements et fotioes not appy 10 2 wansieree of the
gatips)fy the requirements described in paragrapll! Paragraph (c)(2) of this section, andshares. A shareholder that has made a
(b)(2) because A acquired the stock in a secondadhe shareholder receives from the forspecial preferred QEF election may not
market transaction. Because the terms of the Classign corporation the statement describethake, with respect to the foreign corpo-

A Stock provide that the stock will be redeemedin pnaragraph (c)(3) of this section. ; ; ; _
by the issuer on June 1, 2012, the stock constitutes paragraph (c)(3) ration, any other election permitted un

fixed term preferred stock within the meaning of (2) Ownership requirementA holder der sections 1291 through 1297 and the
paragraph (b)(1)(vii) of this section. A purchasedof qualified preferred shares of a foreignregulations under those sections, includ-
the Class A Stock for $90 per share, representing gorporation may make a special preing a section 1295 election as described
o 0 e i, P tferted QEF election only if, at all tmesn 8 11295-1 and Notice 88-125
causepthis glo discount, Whigh constitutes' predurmg the taxable year of the sharel988-2 CB 535 (See
ferred discount within the meaning of paragraptholder, the shareholder does not own§ 601.601(d)(2)(ii)(b) of this chapter),
(b)(2)(i) of this section, is less than $14 (1 percendirectly, indirectly, or constructively, for any period during which the special
of the redemption price multiplied by 14 (theyjthin the meaning of section 958, fivepreferred QEF election remains in effect

number of complete years until the mandatory, i -
redemption date)), the Class A Stock acquired b ercent or more of the vote or value ofwith respect to any shares of the share

A satisfies the conditions of paragraph (b)(2)(i) of@ny class of _StOCk of the foreign corpo-holder.
this section and therefore constitutes qualifiedation. The five percent vote or value (2) Continued PFIC Characteriza-
prgﬁ;ﬁg;hzalg)sﬁacts The facts are the same asIimitation must be satisfied for eachtion. By making the special preferred
in Example 1 except.that A acquires the 100tax_able year of the SharehOIder durlnggEF electlon,' the Shareh.OIder agrees to
shares of Class A Stock for $8000. which the shareholder continues to holdreat the foreign corporation as a PFIC
(i) Analysis.In this case, A purchased the ClasssShares subject to the special preferredith respect to qualified preferred shares
A Stock for $80 per share, representing a $2QEF election. subject to the election at all times
discount ($1OO June 1, 2012, redempt|on price less (3) Statement from corporationA during its holding period for such
$80 acquisition cost). Because this $20 of pri};hareholder may make the special preshares without regard to whether the
ferred discount is greater than $14 (1 percent ] ! . A . .
the redemption price multiplied by 14 (the numberferred QEF election only if the foreign foreign corporation is a PFIC for any
of complete years until the mandatory redemptiorcorporation has provided a written statetaxable year of the foreign corporation
date)), the Class A Stock fails to satisfy theant relating to the taxable year of theduring which the preferred QEF election

condions f pareenn D0 o 115 S Corporaton that ends wilh o wilhin theremains in effct

shares. taxable year of the shareholder for (3) Section 1293 inclusionszor each
(c) Who may make the electier(1) which the election is made certifyingtaxable year of the shareholder to which

In general. A U.S. person that acquireseither that the foreign corporation is, oran election under this section applies,

qualified preferred shares for cash or i This proposed regulation was published on Aprithe€ shareholder must include in income

a nonrecognition transaction described, 1992, at 57 Fed. Reg. 11024. the preferred QEF amount, as defined in
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§ 1.1293-2, in the manner and under (D) A representation by the share-1291 through 1297 and the regulations

the rules provided in that section. holder that it has obtained the writtenthereunder as if the shareholder never
(e) Time for and manner of makingStatement described in paragraph (c)(3yade the election. _
the special preferred QEF electien(1) of this section; and (h) Effective date.An election under

this section may only be made with

Time for making the electiomA special E) A representation by the share .
g P (E) P y fespect to qualified preferred shares that

preferred QEF election must be made oholder that it has never made a sectio : .

or before the due date, as extended, fak295 election other than a special pre‘:"][te 'S‘:’ﬁed daf:er ﬂ}e dak;tle_z tr;_at IS iotﬂ?ys
filing the shareholder’s return for theferred QEF election with respect to thegoglrjmeﬁt aggfi?\al ?ggdfeiitig)nn 0 IS
taxable year during which the shareforeign corporation. '

holder acquireq the qualifigd prefer(ed (f) Annual reporting requirementor Margaret Milner Richardson

made. A special preferred QEF electionng which the shareholder holds shares

mav not be made for those shares at a H : : (Filed by the Office of the Federal Register on
Y of a fOI’EIgn corporation SUbJeCt to OneDecember 23, 1996, 8:45 a.m., and published in

other time pursuant to any other provi-or more special preferred QEF electionsie issue of the Federal Register for December 24,
sion of the Code or regulations. the shareholder must file Form 86211996, F.R. 67752)

(2) Manner of making the electier with respect to the foreign corporation
(i) In general. A shareholder makes theregardless of whether the foreign corponpotice of Proposed Rulemaking
special preferred QEF election underation is or is not a PFIC under sectiongnd Notice of Public Hearing
this section for all qualified preferred 1296 during any portion of the taxable
shares of a foreign corporation acquiregear. The shareholder must indicate ifreatment of Obligation-Shifting
during the shareholder’s taxable year byhe margin of Part | of Form 8621 theTransactions
checking the appropriate box in Formnumber of special preferred QEF elec-

8621 (Return by a Shareholder of aions of the shareholder that remain ifREG-209817-96
Passive Foreign Investment Company ogffect with respect to the foreign corpo-AGENCY: Internal Revenue Service
Qualified Electing Fund), Part |, for ration. In addition, the shareholder mustIRS), Treasury.

making the section 1295 election, angeport, on Line 6a of Part Il of Form _
indicating in the margin of Part | thatggp1, the aggregate of the preferre§CTION: Notice of proposed rulemak-

the shareholder is making a speciabEF amounts for all relevant speciaf™® and notice of public hearing.
preferred QEF election with respect t}referred QEF elections in effect for theSUMMARY: This document contains

coran speciied shares. The sharchodShuable year " proposed regulations rolting 1o e
amount for the taxable year of the (g)_ Termination or invalidation of treatment of ce_rtam_multlple-party fi-
election on Line 6a of Part Il of Form election—(1) In ge_neral.. A sale, ex- nancing transactions in which one party
8621. In addition. the shareholder mus hange or other disposition of a shargealizes income from leases or similar
attach to Form 8é21 the statement (pre-hat is su_bject_to a _speC|aI preferr_ecagreements and another party claims
ferred QEF statement) described in paraQEF election will terminate the specialdeductions related to that income. In
graph (e)(2)(ii) of this section, signed bypreferred QEF eIect_lqn with respect .toorder to prevent tax av0|dance,_ the pro-
the shareholder under penaities of pe hat share. In addition, the Commisposed regulations recharacterize these
jury, stating that the information angSioner may, in the Commissioner’s d|_s-transact|(_)ns in a manner that clearly
repr’esentations provided in the preferre&ret'on’ terminate orllnvqlldate a spemateﬂects income. The proposed regulq-
QEF statement are true, correct, an referred QEF elec_t|on n" a shargholdetlons affect on]y persons that engage in
complete to the best of thé sharehdlder’g"a.t made the election fails to satisfy thehese transactions. The regulations gen-
knowledge and belief initial or ongoing requirements of theerally do not apply to routine transac-
N i election. Once made, a special preferretions lacking characteristics of tax
(i) Preferred QEF _statement CON-Gep glection may not be terminated omvoidance. This document also provides
tents.The preferred QEF statement musty ajidated by the shareholder. notice of a public hearing on the pro-

include the following information and o . : osed requlations
representations: (2) Effect of termination or invalida- P 9 :

i tion. Termination of a special preferred . :
A) The first taxable vear of the . o - DATES: Written comments, requests to
(A) y QEF election by the Commissioner W'”appear, and outlines of topics to be

on i . _ discussed at the public hearing sched-
ferred QEF election is made; shareholder’s first taxable year follow-ye tor April 29 1897 at 10 a.r%. must

(B) The number of shares subject tdng the last taxable year of the share - -
the election, their acquisition date(s) anqhglder for which the r}e/quirements of thebe received by April 8, 1997.
acquisition price(s), and the class desigelection are satisfied. For purposes oADDRESSES: Send submissions to:
nation(s) of the shares; sections 1291 through 1297 and th&€C:DOM:CORP:R (REG-209817-96),
(C) A representation by the sharetegulations thereunder, the holding peRoom 5226, Internal Revenue Service,
holder that it did not at any time duringriod of qualified preferred shares subjecPOB 7604, Ben Franklin Station, Wash-
its taxable year own directly, indirectly,to an election that has been terminatethgton, DC 20044. Submissions may be
or constructively, within the meaning ofwill be treated as beginning on thehand delivered between the hours of 8
section 958, five percent or more of theeffective date of the termination. Aa.m. and 5 p.m. to: CC:.DOM:CORP:R
vote or value of any class of stock ofshareholder that has made an electiofREG—209817-96), Courier's Desk, In-
the foreign corporation with respect tothat is invalidated by the Commissioneiternal Revenue Service, 1111 Constitu-
which the election applies; will be treated for purposes of sectiongion Avenue NW, Washington, DC. Al-
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ternatively, taxpayers may submit The collection of information is in than was described in the notice. Spe-
comments electronically via the Internet§ 1.7701(1)-2(j). This information is re- cifically, they recommended that the
by selecting the “Tax Regs” option of quired by the IRS to verify pass-throughregulations defer the recognition of in-
the IRS Home Page, or by submittingentity compliance with § 1.7701(I)-2.come in circumstances where there is an
comments directly to the IRS InternetThis information will be used to deter- advance receipt or assignment of future
site at http://www.irs.ustreas.gov/prodimine whether the amount of tax hasncome and there is the potential for the
tax_regs/comments.html. The publicbeen computed correctly. The collectiortransactions to become stripping transac-
hearing will be held in the IRS Audito- of information is mandatory. The likely tions. They also recommended that the
rium, Internal Revenue Building, 7threcordkeepers are businesses and othegulations recharacterize these transac-
Floor, 1111 Constitution Avenue NW, organizations. Estimated total annuations without regard to whether there is
Washington, DC. recordkeeping burden: 500 hours. Estia tax avoidance purpose. The comments
mated average annual burden pereflected a desire for the regulations to
FOR FURTHER INFORMATION recordkeeper: 5 hours. Estimated numproduce an economic accrual of income
CONTACT: Concerning the proposedper of recordkeepers: 100. and to enable taxpayers to determine the
regulations, Jonathan Zelnik at (202) an agency may not conduct or spon{roper tax accounting for their transac-
622-3940; concerning submissions angor, and a person is not required tdions without regard to subsequent
the hearing, Christina Vasquez at (202)ggnond to, a collection of informationevents.
622-7190 (not toll-free numbers). unless the collection of information dis- The proposed regulations generally
_ plays a valid control number. follow the notice and do not expand the
SUPPLEMENTARY INFORMATION: Books or records relating to a collec-class of transactions subject to
tion of information must be retained as'echaracterization. The regulations do
long as their contents may become mabot require taxpayers to make any as-
The collection of information con- terial in the administration of any inter- sumptlons as to subsequent events. They
tained in this notice of proposedna| revenue law. Genera”y, tax returnsire intended to produce. tax results that
rulemaking has been submitted to th@nd tax information are confidential, asconform to the economic substance of

Paperwork Reduction Act

Office of Management and Budget forrequired by 26 U.S.C. 6103. the transactions that they address. Fur-

review in accordance with the Paper- thermore, the regulations generally apply

work Reduction Act of 1995 (44 U.S.C.Background to transactions whether or not the parties
i have a tax avoidance purpose.

3507(d)). Comments on the collection of o |RS and Treasury Department purp

|nff0||'\|;|nat|on shoutld bedsegtdto ttr@;ft'f? have become aware of multiple-partyExplanation of Provisions

0 anagement an udget, Attn. financing transactions (“stripping trans-

Desk Officer for the Department of the ,qtionery intended to allow one party tol. General approach

Treasury, Office of Information and realize income from a lease or similar ggction 7701(l) authorizes the Secre-

Regulatory - Affairs, Washington, '_DC agreement and to allow another party t@ary to “prescribe regulations rechar-
20503, with copies to thénternal Rev report deductions related to that incom i i i i
enue Service Attn: IRS Reports Clear- @cterizing any multiple-party financing

ance Officer, T:FP, Washington, DCUo, €Xample, COSt tecovery or reMf@lransaction as a transaction directly
; fexpenses).. olice 95-o9, —2 C.Bamong any 2 or more of such parties

20224. Comments on the collection o !

; . . 334, describes several examples of thesghere the Secretary determines that

information should be received by April o oo ctions, including transferred basi il i

8, 1997. Comments are specifically res - 8uch recharacterization is appropriate to

quested conceming: transactions, transfers of partnership inprevent avoidance of any tax imposed

) terests, and variations involving licensespy fthe Internal Revenue Codel.” The
Whether the proposed collection ofseryice contracts, and prepayment, frontp)rloéosed regulations recharl\cterize

information is necessary for the propeloading, and retention of rights to re-transactions in which the transferee
performance of the fun_ctlons_ of t_hecewe future payments. (“the assuming party”) assumes obliga-
Internal Revenue Service, including Notice 95-53 states the position oftions or acqui bi
whether the collection will have a prac- - 1S quires property subject to
tical utility: the IRS that the claimed tax treatmenbbligations under an existing lease or
’ : of these transactions improperly sepasimilar agreement and the transferor
The_ accuracy of the estimated burd_erf‘ates income from related deductionS(“the property provider”) or any other
associated with the proposed collectionng that the transactions do not producgarty has already received or retains the
of information (see below); the tax consequences desired by thgght to receive amounts that are al-
How the quality, utility, and clarity of parties. The notice also states that reguocable to periods after the transfer. The
the information to be collected may belations will be issued under sectionrecharacterization reflects the general
enhanced; 7701(l) of the Internal Revenue Codeprinciple that a taxpayer who is treated
How the burden of complying with recharacterizing stripping transactionsor federal income tax purposes as the
the proposed collection of informationany significant element of which is owner of rental property must recognize
may be minimized, including throughentered into or undertaken on or afteincome that accrues during its period of
the application of automated collectionOctober 13, 1995. The notice requestegwnership.See e.g, Steinway & Sons V.
techniques or other forms of informationcomments regarding those regulationsCommissioner46 T.C. 375 (1966)acq,
technology; and The IRS received only one set 0f1967-2 C.B. 3;Alstores Realty Corp. v.
Estimates of capital or start-up costcomments in response to Notice 95-53Commissioner46 T.C. 363 (1966)acq,
and costs of operation, maintenance, anthose comments recommended that th#967-2 C.B. 1.
purchase of service to provide informa+egulations under section 7701(]) ad- For the period in which an assuming
tion. dress a broader class of transactiongarty in such a transaction is a party to
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the lease or similar agreement, theilltimate user of the property. Thesemproper separation of income from
recharacterization requires the assumingbligations typically give rise to deduc-related deductionsSee e.g, § 1.701-
party to report income on a level-renttions, such as for cost recovery or, in2(d) Example 7.

basis calculated using the rules of thehe case of a master-lease/sublease ar-The proposed regulations also gener-
constant rental accrual method describegangement, for payments under a mast&lly treat an obligation-shifting transac-
in 8§ 1.467-3(d) as proposed on June 3Jease. The advance receipt of amountdon as occurring if a subsidiary that is a
1996 (IA-292-84, 61 FR 27834,that are allocable to periods after thenember of a consolidated group be-
27844). Thus, the assuming party igpligation-shifting transaction often re-COmes a nonmember at a time when the
required to recognize rental income folgts in accelerated taxable income fopubsidiary has received payments under
the period in which it owns the propertyine recipient. Thus, the definition de-2 lease or sirr_1i|ar agreement that are
or leasehold interest. In addition, they.(ipes transactions in which there is thé\llocable to periods after the transaction.
transaction is recharacterized to incmd%otential for one party to recognize
additional consideration in the form of a; .. ""p v o different party to recog-

note provided by the assuming party to_. , ) . - .
the property provider for the transfer oflize deductions associated with that in- Under the proposed regulations, an

the property, resulting in interest incomeSome. obligation-shifting transaction involves a

and expense for which the parties must In Some transactions identified in No-Iease dorf_ S'mt'rz"?‘r tagreebmené.l Tthe. relgléla-
account as appropriate. The propertjicé 95-53, one party sells, assigns, ofons et|netf|s tﬁrm roadly 10 Inc ut ef
provider also must adjust its income forotherwise transfers to a third party the’"y %?n rac tor 'tfl use or etnqunre(ljw_ °
any differences between amounts it recight to receive future payments under gang! helgr 'T. angibie pr(r)]per Y, ”}C ucing
ognized and amounts it would havdease and includes as current income tigaseholds, licenses, ?; erhnon— ee inter-
recognized if it had reported income or@mount received as consideration for théStSI ('j’_’ property, an : Otter _conltracts
a level-rent basis for the periods that ifransfer. The underlying property (S_Ub-(;]ncu ing service C?n :cac S) mvo_;/ltr;]g
owned the property or leasehold interes{€ct to the lease) is later transferred in & (T usef ?L etnjoymen o propetrty It the
Finally, to account for any differences intransaction intended to qualify as a/@ue of "hal use of enjoyment 1S more

timing or amount between payments thdransferred basis transaction. Thesffian de minimis. The proposed regula-
property provider actually receives aftetransactions are within the scope of thdons, therefore, do not apply to service

the transaction and payments treated 4egulations because the property trangontracts that do not involve the use or

being made to the property provider€ree assumes obligations or acquire§hjoyment of property. The definition of

under the note from the assuming partyt€ property subject to the obligation oopligation-shifting transaction, however,
der i ake the property available to the lesse@0€S not restrict the IRS's ability to
the property provider is treated as arfl vl challenge these transactions under other
obligor or obligee under a second loan@"d the property transferor already re’ th ritgi] For instan ven if a tran
for which the property provider mustC€ived amounts that are allocable t@ut' s to 'tﬁ'a f: S af ?hs_
account accordingly. periods after the transaction by reaso@Ctlon 1S Mot Within In€ scope of the
of the assignment of rights to recelveoerr?ggs?td Lﬁ%g'ﬁt'&r“é tr:)er '232“’% Cthhael-
igation-shifti i future payments. In other transactions, Bt e ,

2. Obligation-shifting transactions the pro%e);ty transferor does not assigAuthorities identified in Notice 95-53.

The proposed regulations are not inthe right to future rental amounts but The IRS _requests comments on
tended to recharacterize transactionmstead receives prepayment from th&vhether additional guidance is needed
with little potential for tax avoidance. lessee or retains the right to receivé@n the definition of lease or similar
Taken together, the definition offuture amounts over time. Both varia-2greement.
“obligation-shifting transaction” and the tions likewise are within the scope of
enumerated exceptions limit the scopé¢he regulations.
of the regulations to transactions that are The proposed regulations adopt an The proposed regulations are not in-
not routine and that involve shifting of aggregate view of partnerships, treatingended to recharacterize otherwise rou-
substantial amounts of income awayeach partner as having a proportionatéine transactions, such as the incorpora-
from the taxpayer that recognizes deducshare of the rights and obligations of thaion of an entire line of business that
tions related to the income. partnership. Thus, for example, if adoes not involve significant shifting of

The proposed regulations apply topartnership assigns its right to receivéncome and deductions. See Rev. Rul.
obligation-shifting transactions, whichfuture amounts under a lease and allo80-198, 1980-2 C.B. 113, subject to the
are defined as any transaction in whicttates to its current partners the amourimitations described therein. Accord-
an assuming party assumes a propertgcognized, a later transfer of a partneringly, the regulations provide a number
provider’s obligations to a property usership interest is an obligation-shiftingof objective exceptions that generally
(or acquires property subject to a propiransaction because the transferee pamtill protect routine transactions from
erty provider’s obligations to a propertyner assumes an allocable share of theecharacterization. The regulations do
user) under a lease or similar agreememartnership’s obligation to make thenot apply to transactions in which the
if the property provider or any otherproperty available to the lessee an@&mounts that are allocable to future
party has already received, or retains thbecause the transferor partner is treatgobriods but are not transferred are less
right to receive, amounts that are alas having already received amounts thahan or equal to $100,000. The regula-
locable to periods after the transactionare allocable to periods after the transadions do not apply to transactions in
The regulations define obligations undetion. See Example 3of the proposed which total payments (including the ag-
a lease or similar agreement as includregulations. In appropriate cases, thgregate expected future value of all
ing a continuing obligation to make IRS may assert other authorities to preeontingent consideration) under the lease
property available to the lessee or therent the use of a partnership to effect ar similar agreement are not reasonably
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expected to exceed $250,000. The reguental amount is determined for theto periods before the obligation-shifting
lations do not apply to transactions inentire term of the lease or similar agreetransaction, reduced by any existing sec-
which the fair market value of the ment using 110 percent of the applicabléion 467 loan if the lease or similar
property that is subject to the lease oFederal rate based on that term. Thagreement is a section 467 rental agree-
similar agreement and is transferred irmamounts that are treated as payablment. The constant rental amount is
the obligation-shifting transaction, plusunder the lease or similar agreement atalculated using the amounts that are
the value of the amounts that are althe time of the obligation-shifting trans-treated as payable under the lease or
ready received or retained by the propaction are the amounts that have alreadsimilar agreement.
erty provider but are allocable to periodsbeen paid to the property provider and Finally, to account for any differences
after the obligation-shifting transaction,the future amounts that, immediatelyin timing or amount between payments
is less than ten percent of the totabefore the obligation-shifting transac-the property provider actually receives
assets (other than Class | and Class tlon, are payable to the property pro-after the obligation-shifting transaction
assets as described in § 1.1060-1T(d)ider. Thus, if the property provider and payments treated as being made to
and debt issued by the property proassigns the right to receive payments tthe property provider under the section
vider) transferred by the property pro-a third party in exchange for consider-7701(l) note, the property provider is
vider in the transaction. The regulationsation, the consideration is treated as atreated as a party to a loan (a “section
do not apply to transactions in whichamount received under the lease or701(l) rent-leveling loan”). The section
the lease or similar agreement is a&imilar agreement. Because the property701(l) rent-leveling loan is created at
disqualified leaseback or long-termprovider no longer has the right tothe time of the obligation-shifting trans-
agreement within the meaning ofreceive the payments assigned to thaction. Its balance at that time equals
§ 1.467-3(b). The regulations do nothird party, those payments (whethethe section 467 loan that would have
apply to transactions described in secpast or future) are not treated aexisted if the property provider had been
tion 381(a), unless the transaction iamounts that are payable to the propertysing the constant rental accrual method
deemed to be an obligation-shiftingprovider for purposes of calculating theto account for amounts under the lease
transaction under proposed 8 1.7701(I)4evel rental amount. or similar agreement that are allocable
2(k). Finally, the regulations provide The proposed regulations recharacteto periods before the obligation-shifting
that a transaction is exempt fromize an obligation-shifting transaction bytransaction. Thus, in the periods after
recharacterization if the parties to thdreating the assuming party and thehe obligation-shifting transaction, the
transaction establish to the satisfactioproperty provider as follows: property provider must account for any
of the Commissioner that the transaction The assuming party is treated as adnterest expense or income resulting
does not present a significant potentiatjuiring the right to receive all amountsfrom the section 7701(l) rent-leveling
for tax avoidance. that are allocable to periods after thdoan, in addition to any interest income
Because the purpose of recharacterPbligation-shifting transaction. The as-or expense resulting from the section
zation under section 7701(l) is to pre-suming party includes these amounts i7701(l) note.
vent tax avoidance, these objective exincome for the periods that it owns the Although section 467 may not apply
ceptions are unavailable for transactiongroperty. to an obligation-shifting transaction, the
entered into with a principal purpose of To reflect the amounts that the assumeffect of the proposed regulations is to
substantially reducing the present valuéhg party is treated as receiving underecharacterize the transaction to produce
of the aggregate tax liability of the the recharacterization but that it doeshe constant rental amount and associ-
property provider, the assuming partynot actually receive, the assuming partated loans that the parties would have
and any other party whose taxable inalso is treated as providing additionabeen treated as having if the lease or
come is determined by reference to th€onsideration to the property provider insimilar agreement had been a section
taxable income of the property providetthe form of a note (a “section 7701(l) 467 rental agreement (modified to re-

or the assuming party. note”). The original principal balance of flect the amounts already received or
the section 7701(I) note equals the expayable to the property provider imme-
5. Recharacterization cess of the present value of the amountdiately before the obligation-shifting

that are allocable to periods after thdransaction) and had been subject to the
~ The proposed regulations recharacteppligation-shifting transaction over theconstant rental accrual method. Thus,
ize an obligation-shifting transaction inpresent value of the amounts that aréhe assuming party is treated as if it had
order to ensure that the property propayable to the assuming party. purchased the property in part with a
vider and the assuming party both report The property provider must adjust itsnote, had obtained the right to receive
the income from the underlying propertyincome to the extent that it accountedental amounts on the constant rental
allocable to their respective periods ofor income under the lease or similaraccrual method during its ownership of
ownership. agreement before the obligation-shiftinghe property, and had used those
For purposes of determining thetransaction in a manner inconsistenamounts to service the note. For the
amounts that are allocable to periodsvith the level-rent method describedproperty provider, the proposed regula-
under the lease or similar agreement, thabove. The adjustment, which can intions provide a recharacterization that is
proposed regulations apply a rentcrease or decrease the property provigsimilar (but not identical) to the treat-
leveling process based on the constamtr’s income, equals the principal balancenent required when a lessor disposes of
rental accrual method described irof the section 467 loan that would haveproperty subject to a section 467 rental
§ 1.467-3(d) to all amounts that areexisted if the property provider had beeragreement that was accounted for under
treated as payable under the lease asing the constant rental accrual methothe constant rental accrual method.
similar agreement. At the time of theto account for amounts under the lease The proposed regulations provide the
obligation-shifting transaction, the levelor similar agreement that are allocablexclusive recharacterization of an
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obligation-shifting transaction for ations do not have a significant economidnstitutions & Products). However, other
property provider and an assumingmpact on a substantial number of smalpersonnel from the IRS and Treasury
party. Thus, if an obligation-shifting entities. This certification is based onDepartment participated in their devel-
transaction is recharacterized under thithe understanding of the IRS that theopment.

section and the lease or similar agreetotal number of entities engaging in xx %k

ment is a section 467 rental agreementransactions affected by these regula-

the rules of this section supersede th@ons is not substantial and, of thoseé’roposed Amendments to the Regula-
rules of 8§ 1.467-1 through 1.467-8 aentities, most are not small entitiestions

proposed on June 3, 1996 (IA-292-84within the meaning of the Regulatory
61 FR 27834) for the property providerFlexibility Act (5 U.S.C. chapter 6).
(the transferor) and the assuming partfherefore, a Regulatory Flexibility
(the transferee). The assuming party’#\nalysis is not required. It has beenpaoRT 1—INCOME TAXES

income after the obligation-shifting determined that this notice of proposed ) o
transaction is determined under this seaulemaking is not a significant regula- Paragraph 1. The authority citation
tion and not under § 1.467-7(e)(1)tory action as defined in E.O. 12866.for part 1 is amended by adding an
Similarly, the rules provided in Therefore, a regulatory assessment is n@0try in numerical order to read as
§ 1.467-7(e)(2) for determining therequired. Pursuant to section 7805(f) ofollows:

amount of the section 467 loan for thethe Internal Revenue Code, this notice Authority: 26 U.S.C. 7805 * * *

period after the transfer, the amounbf proposed rulemaking will be submit- Section 1.7701(/)-2 also issued under
realized by the property provider, andted to the Chief Counsel for Advocacy26 U.S.C. 7701(l). * * * .
the assuming party’s basis in the propef the Small Business Administration for Par. 2. Section 1.7701(l)-1 is
erty do not apply to obligation-shifting comments on its impact on small busi2mended as follows:

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

transactions recharacterized by this semesses. 1. Paragraphs (b)(6) and (b)(7) are
tion. revised.

The recharacterization does not affecEomments and Public Hearing 2. Paragraph (b)(8) is a_d_ded.
the property user or rent factor (if any), The revisions and addition reads as

Before these proposed regulations arg llows:
) ; . . %opted as final regulations, consider- '
the multiple-party financing transaction,sion will be given to any written com- g 1.7701()-1 Conduit financing ar-

no adjustment to their treatment of the, onis (a signed original and eight (8)rangements.

transaction is necessary to _prevent thggpies) that are submitted timely to the
avoidance of tax. Cf. § 1.881- pies) y oorox

- . IRS. All comments will be available for
3(r?)(h3)(")('3) 't(l|fr.n|t|ng purposes forté:)ublic inspection and copying. (b) =+
which conduit financing arrangemen : ; *
are recharacterized). Thus, if the leas ﬁABﬁFg% hf&r?gap:i(s) gén?.ninsgagcllglgd (6) Section 1.6038A-3(b)(5);
or similar agreement is a section 467y itorium, Internal Revenue Building, (/) Section 1.6038A-3(c)(2)(vi); and
rental agreement, the property user mushy, oo’ 1111 Constitution Avenue (©) Section 1.7701()-2. .
continue to take section 467 rent angyy Wasﬁington DC. Because of ac- Far 3. Section 1.7701(l)-2 is added
section 467 interest into account withouf.egg restrictions: visitors will not beunder the center heading “General Actu-

regard to the obligation-shifting transac—qmitted beyond the building Iobbyarial Valuations” to read as follows:

tion and the recharacterization under th'?nore than 15 minutes before the hearin
section.See§ 1.467-7(e)(1). starts L. !
: shifting transactions.

Tret “ilhes hOf ?6 CFR 601.601(a)(3) (a) Purpose.The purpose of this sec-
apply to the hearing. Eon is to prevent avoidance of tax by

because, even though they are parties

* * * *

g 1.7701(l)-2 Treatment of obligation-

6. Issues not addressed

The proposed regulations do not ad- Persons that wish to present oral,_ .: C o o -
dress transactions in which a taxpayetomments at the hearing must submi g:ltﬁrs] p{arglncslgiilig%slrlhrgtu I;r;lrygl\?earg] fgs_
assigns rights to future income but doewritten comments and submit an outlings , tign of obligations under a lease or
not transfer the underlying property toof the topics to be discussed and th%imilpa)lr a reeme%t This section should
another taxpayer, except as provided iime to be devoted to each topic (a; interpgreted in a manner consistent

the special rules regarding pass-througbigned original and eight (8) copies) bYwith this purpose.

entities and consolidated groups. April 8, 1997. (b) In general. Obligation-shifting
) A period of 10 minutes will be allot- ; Hofi ;
7 Proposed effective date ted 1o each person for making com(5' of i secton are recharacienzed
Notice 95-53 states that the regulamMents. in the manner described in paragraph (d)

tions under section 7701(') will be ef- An agenda ShOWing the scheduling 0 f this section unless an exception in
fective “with respect to stripping trans-the speakers will be prepared after thgaragraph (c) of this section applies.
actions any significant element of whichdeadline for receiving outlines has gy cantions—(1) In general. Para-
iS entered in'[O or Undertaken on or aftepas$ed- Coples of the agenda WI” b%raph (d) of th|s Section does not apply
October 13, 1995.” The regulations al’eava”able free Of Charge at the heanngi‘f any Of the fo”owing is Satisﬁed:
proposed to adopt the effective date . _ i) The aagregate amounts that have
stated in the notice. Drafting Information alr(e)ady bee?]gregeived by or are payable
The principal author of these regulato the property provider but are al-
tions is Jonathan R. Zelnik, Office oflocable to periods (including partial pe-
It is hereby certified that these regulathe Assistant Chief Counsel (Financiakiods) after the obligation-shifting trans-
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action (as determined under paragrapimg the present value of the aggregatdate on which the obligation-shifting
(g) of this section) are less than or equalax liability of the assuming party, thetransaction is consummated, the property
to $100,000. property provider, and any person whoserovider must treat as an item of ex-
(i) The sum of the aggregate pay-taxable income is determined (in wholepense or income (as appropriate)—
ments (including contingent paymentspr in part) by reference to the taxable (A) The principal balance of the sec-
under the lease or similar agreement anithcome of the property provider or thetion 7701(l) rent-leveling loan, minus
the aggregate value of other considemssuming party. (B) The principal balance (plus inter-
ation (including contingent consider- (d) Recharacterization of obligation- est not already included in the principal
ation) to be received under the lease oshifting transactior—(1) In general.In  pajance) of the property provider's sec-
similar agreement is not reasonably exerder to clearly reflect the income of thetion 467 loan (if any) as determined
pected to exceed $250,000. The rules afssuming party and the property proynder the principles of § 1.467—4(a){4)
§ 1.467-1(c)(4)(i} apply in determin- vider, an obligation-shifting transactiongng existing as of that date.
ing the amount described in this parais recharacterized as follows: (3) Exclusive recharacterization.If
graph (c)(2)(ii). () Assuming party treated as receiVihe lease or similar agreement is a
(iii) The fair market value of the ing all allocable rents.The assuming gection 467 rental agreement, the prop-
leased property is less than ten percemarty is treated as acquiring the right tQyty, hrovider and the assuming party
of the aggregate fair market value of allreceive (and as receiving when due) all, .ot account for the recharacterized
of the property (excluding Class | assetamounts under the lease or similagangaction under the provisions of this
as described in § 1.1060-1T(d)(1)agreement that are allocable (as detefg tion and not under the provisions of
Class Il assets as described iri_nin;ad under gar(a_gf?pdh (9) of .thIiS S€Cgg 1.467-1 through 1.467-48.
§ 1.1060-1T(d)(2)(i), and debt issuedion) to periods (including partial peri- , I
by the property provider) that the prop-ods) after the obligation-shifting a(le) g?lcu?ﬁewgalt(le) n(?rﬁe_(\}\l)hil:;l;‘llnc'the
erty provider transfers to the assumingransaction. Thus, the assuming partyy i ..on shifting transaction is con-
party as part of the same transaction omust include these amounts in incomesurr?mated the grinci al balance of the
series of related transactions. For thign the periods to which they are aI-section 77’01(I) ﬁote% uals the excess
purpose, the fair market value of thelocable. of— q
leased property is the sum of— (i) Assuming party treated as issuing™ . Th t val f th N
(A) The fair market value of the section 7701(l) noteThe assuming party h(lt) © ﬁresebr; \;a ue o d © _an?o(ljj_n S
property subject to the lease or similais treated as issuing to the propertyhat are allocable to periods (including

agreement and transferred in théorovider, as additional consideration inpartial periods) after the obligation-

obligation-shifting transaction, plus the obligation-shifting transaction, a secShifting transaction, over

tion 7701(l) note, with terms as de- (i) The present value of the amounts
has/Be) ;?gaa/; Iubie?]f rtgceeisgjouungge:h?ﬁgcribed in paragraph (e) of this sectionthat are payable to the assuming party.
lease or similar agreement or are refccordingly, the assuming party and the (2) Present value, yield, and com-
tained by the property provider or anyProperty provider must account for in-pounding period.For purposes of para-
other party but are ailocable to periodderest expense and income from th@raph (e)(1) of this section, present
(including” partial periods) after the section 7701_(|) note in the per_lods (in-value is determined _under the rules_ of
obligation-shifting transaction. cluding partial periods) following the 8 1.467-2(d). The yield of the section

(iv) The agreement(s) between thé&bligation-shifting transaction. 7701()) note equals 110 percent of the
property provider and the property user (2) Section 7701()) rent-leveling loan applicable Federal rate on the date on
is a disqualified leaseback or long-termfnd adjustment to property providerswhich the obligation-shifting transaction
agreement within the meaning ofiNcome—() Section 7701(l) rent-leveling is consummated, based on the remaining
§ 1.467-3(bf I_oa_n. To account for any differences interm of the Iea§e or §|m|lar agreement.

(v) The transaction is described iniming or amount between paymentsThe compounding period for determin-
section 381(a), unless the transaction igciually received by the property pro-ing both the original principal balance
deemed to b’e an obligation-shiftingv'd‘?r after the obligation-shifting .trans-.{:md the yield must equal the period used
transaction under paragraph (k) of thisactlon and payments (as d'escrlbed iim determining the amounts that are
section. paragraph (e)(3) of this section) treatedllocable (as determined under para-

(vi) The Commissioner determines®> being made under the section 7701(graph (g) of this section) to periods
that the transaction does not substal ote, the property provider is treated aginder the lease or S|m|Iar agreement.
tially reduce the present value of the tarh party to a section 7701(I). rent—_levellng (3) Repayment schedule@) Amount.
liability of the assuming party or other-)foan’ with terms as described in paraThe payment for each period under the
wise result in the avoidance of tax. graph (f) of this section. Accordingly, section 7701(l) note is—

(2) Limitation on exceptionsThe ex- the property provider must account for (A) The amount that is taken into
ceptions listed in paragraph (C)(1) offie cor GXPeNse or income (8s appropraccount by the assuming party under
this section do not apply to obligation-ate)- in the periods (including partial paragraph (d)(1)(i) of this section, minus
shifting transactions entered into with pﬁl?tl?'lcz:jszra:lgggt\:volgg the ~ obligation- *This section appears in proposed regulation pub-
principal purpose of substantially reduc-"" i “adjustment to property providers '2'5723‘;)‘?” June 3, 1996 (IA-292-84, 61 FR 27834,
This section appears in proposed regulationfncome.To account for any differences “*These sections appear in proposed regulations
published on June 3, 1996 (IA-292-84, 61 FRyetween amounts previously included b ublished on June 3, 1996 (IA-292-84, 61 FR

27834, 27839). :
2This section appears in proposed regulationghe property prowder and amounts th This section appears in proposed regulations
published on June 3, 1996 (IA—292-84, 61 FrRare allocable to periods before theupiished on June 3, 1996 (IA-292-84, 61 FR

27834, 27844). obligation-shifting transaction, on the27834, 27842).

1997-7 I.R.B. 46



(B) The amount received by the asireated as paid in satisfaction of the (4) An assuming partyis any person
suming party for that period. section 7701(l) note, minus that assumes obligations or acquires

(i) Timing. The timing of section (B) The amount received by theproperty subject to obligations under an
7701(l) note payments, as determineg@roperty provider under the lease oexisting lease or similar agreement with
under paragraph (e)(3)(i) of this sectiongimilar agreement for that period. a property user.
is the same as the timing of the pay- (i) Timing. The timing of section (5) A lease or similar agreemenis
ments taken into account by the assumé701(l) rent-leveling loan payments, asany contract for the use or enjoyment of
ing party under paragraph (d)(1)(i) ofdetermined under paragraph (f)(3)(i) oftangible or intangible property, including
this section. this section, is governed by paragrapheaseholds, licenses, other non-fee inter-

(4) Debt for all purposesA section (9) of this .section (and thus, is the samests in property, and other _contracts
7701(l) note is debt for all purposes ofas the timing of the payments taken intdincluding service contracts) mvo_lvmg
the Internal Revenue Code. The princiaccount by the ‘assuming party undethg use or enjoyment of property |f.the
pal balance of the section 7701(l) noteParagraph (d)(1)(i) of this sectlon)._ fair m.arket value of thay use or enjoy-
after the obligation-shifting transaction (4) Debt for all purposesA section ment is more than de minimis.
may be positive or negative. If the7701(l) rent-leveling loan is debt for all (6) Obligations under a lease or
principal balance is positive, the notePurposes (_)f the Internal Revenue que;imilar_agreementnclude the con_tinuing
represents an amount owed by the ad-he principal balance of the sectionobligation to make property subject to a
suming party to the property provider,7701(l) rent-leveling loan may be posi-lease or similar agreement available to a
and if the principal balance is negativefive or negative. If the principal balanceproperty user. To the extent that an
the note represents an amount owed U? posi';ive, the amount represents a loaassuming party assumes opligations of a
the property provider to the assuming®n Which the property provider is theproperty provider or acquires property
party. obligee, and if the principal balance issubject to obligations of a property

() Section 7701(l) rent-leveling negati\{e, the amount represents a loaprovider, the obligations _shal_l not there-
loan—(1) Principal. On the date on ON Which the property provider is theafter be treated as obligations of the
which the obligation-shifting transaction©bligor. » property provider.
is consummated, the principal balance of (9) Determining amounts that are al- (7) Amounts that have already_b_een
the section 7701(l) rent-leveling loanlocable to periods under the lease omeceived under the lease or similar
equals the principal balance (plus anyiMilar agreementThe amounts that are agreement include ~ consideration re-
interest not already included in the prin-8llocable to periods under a lease oceived (as of the date on which the
cipal balance) of the section 467 loan a§|mll_ar agreement are d_eter_mlned_ (|m0bllgat|0n-sh|ft|ng transaction is con-
determined under § 1.467-4(b) thafnediately before the obligation-shiftingsummated) for assigning the rights to
would have existed as of that date it~ FIEER & O AT O e denmilar agreement, o
Iea(geﬂ:)er E{Pn(ﬁ:?tsagegéi)éit u\?vg?é ttr;]e_cribed in 8 1.467—3(d)_ ffom the incep- (8) Amounts_th_at are payable under
amounts described in paragraphs (g)( on of the lease or similar agreemen;he lease or similar agrg—:-emerdo not
and (g)(2) of this section, and ased on— include payments thQ rights to, which

; . (1) The amounts that have alreadyhave been assigned in an arm’s-length

(if) The property provider had re-oon received under the lease or simildransaction to an unrelated third person
ported all items of income and expense, coment, and in exchange for consideration.
with respect to the lease or similar =y the amounts that are payable un- (9) A section 7701(l) notes indebt-
agreement Dby applying the constanfer yhe jease or similar agreement. edness arising from the recharacteriza-
rental accrual method described in" .y pefinitions. The following defini- tion described in paragraph (d)(1)(ii) of
§ 1.467-3(d) and by determining the;,ng annly solely for purposes of thisthis section. The terms of a section
section 467 rent for each period ingectign, 7701(l) note are described in paragraph
accorda}nce with § 1'467_1@)(2)(')' ) (1) An obligation-shifting transaction (e) of this section.

(2) Yield and compounding period.js any transaction in which an assuming (10) A section 7701(l) rent-leveling
The yield of the section 7701(l) rent-party” assumes a property provider’s obloan is indebtedness arising from the
leveling loan equals 110 percent of thgjgations to a property user (or acquiresecharacterization described in paragraph
applicable Federal rate on the date ORyoperty subject to a property provider's(d)(2)(i) of this section. The terms of a
which the obligation-shifting transactiongpjigations to a property user) under @ection 7701(l) rent-leveling loan are
is consummated, based on the origingbase or similar agreement if the propdescribed in paragraph (f) of this sec-
term of the lease or similar agreementerty provider or any other party hastion.

The compounding period for determin-giready received, or retains the right to (i) Reserved.

ing the yield must equal the period useqeceive, amounts that are allocable to (j) Pass-through entity look-through

in determining the amounts that argeriods after the transaction. rule. For purposes of determining

allocable (as determined under para- (2 A property useris any person whether any person is a property user, a
graph (g) of this section) to periodsyith the right to use property under aproperty provider, or an assuming party,
under the lease or similar agreemenjease or similar agreement. the person is treated as having the rights

(3) Repayment scheduie(i) Amount.  (3) A property provideris any person and obligations of any pass-through en-
The property provider’s payment (or(other than an assuming party in itgity in which the person is a partner,
receipt) for each period under the seccapacity as such) that is obligated teshareholder, beneficiary, or other partici-

tion 7701(l) rent-leveling loan is— make property available to a propertypant, but only to the extent of the
(A) The amount (as described inuser on account of a lease or similaperson’s allocable share of pass-through
paragraph (e)(3)(i) of this section)agreement. entity items relating to the property. The
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pass-through entity must reflect the reand an assuming party in the obligationFederal rate based on annual compounding is 7

. - . . . percent.
quired recharacterization on its booksshifting transaction. (i) Obligation-shifting transactionB is a prop-

(k) Consolidated group ruleFor pur-  (I) Reserved. erty user because B has the right to use the

. . . L . property under the lease with A. A is a property

poses of this section, if a subsidiary is a (m) Examples. The following ex- provider because A is obligated to make the
member of a consolidated group and th%mples illustrate the rules of this secProperty available to B on account of the lease. D
idi js an assuming party because in the January 1,
subsidiary or a successor becomes. fon. Each example assumes that aEOOZ, transaction D acquires the property subject
nonm?mber_ (other than in a_transaCt'Olf'axpayers use the calendar year as the As obligations under the lease to make the
described in 8§ 1.1502-13(j)(5)), thetaxable year, all payment periods are thBoPery available to B for the remaining four

nonmember (whether or not a sep{;’u’{;’lt&alendar year, and none of the rent ﬁgf{s of the lease. Tf;)e transaction is an obligation-
legal entity) will be treated as a separatg A iied | o (tjraA”S""f“.O” ocause D is an assuming
corporation that acquires the assets anogreements are disqualified leasebacksrty and A retains the right to receive rent from

_ B allocable to periods after the transaction.
assumes the obligations of the subsi or long-term agreements u_nder 8 1_‘467 (i) RecharacterizationAs of January 1, 2002,
iary. For example, assume that P sel3(b). Efxcehpt as otherwise prowdedﬁh? t)rans?jctionhis recharacterizec: as follolws: o
: none of the exceptions In aragral A) Under the constant rental accrual metho
all the StOCK Qf S, previously a wholly- o)1) of this secti[())n anpl le'heg e)?_ described in § 1.467-3(d), the amount accruing
owned subsidiary of P and a member Og ) PPYy. for each calendar year period under the lease is
the P consolidated group, and that, sAmples read as follows: $10,000,000. D is treated as acquiring the right to

the time of the sale, S already has Example 1. Retained rents; section 351 transf?tceivg] theb?mc;_unts r?:‘ltqcabtle to trl? fouTrhperio_ds
. : after the obligation-shifting transaction. Thus, in
received amounts under a lease that af@r’o—gzt F?gtsé (Qrg”fiae”“:g 1’e rziggl'Tﬁe'elaeze:e 002, 2003, %004’ and 2%05, D must recognize
allocable to periods after the sale. Undef P Y year period. $10,000,000 rental income.
. . ; T rovides for rent of $10,000,000 per year, payabl L .
this paragraph (k), an ob||gat|0n_sh|ft|ngannua”y on December 31. (B) The principal balance of the section 7701(])

. note equals $33,872,112.56, with a yield equal to
transaction occurs when S becomes a(B) On January 1, 2002, A transfers the leased percent based on annual compounding. As part

nonmember. S, as a nonmember, igroperty to D in exchange for D preferred stock. Aof the obligation-shifting transaction, D is treated
treated as having assumed the obligaetains the right to receive the remaining fouras having given A the section 7701(l) note as
tions under the lease. Therefore, S mugears qf rent from B. As part of the samga_ddltlonal conS|derat|on. The amount of the sec-
diust its i ided i transaction, C transfers $100,000,000 to D irtion 7701(l) note is treated as “other property”
aqjust 1ts '”QPme as prOVII e _m par.a'exchange for D common stock. After the transactransferred from D to A in the section 351
graph (d)(2)(ii) of this section immedi- tion, A and C own 100 percent of the stock of D.exchange. D is treated as making section 7701(l)
ately before it becomes a nonmember ofssume the transaction meets all of the requirenote payments to A. A has interest income on the
; ents of section 351. C and D are members of theection 7701(l) note. D has interest expense on the
Fhe consolidated group. After the Sal?' g;ame consolidated group as defined in § 1.1502section 7701(l) note. A and D account for the
is treated as both a property providef(h). one hundred ten percent of the applicablsection 7701(l) note as follows:

Section 7701(l) note

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 $33,872,112.56 $10,000,000.00 $2,371,047.88 $7,628,952.12
12/31/03 $26,243,160.44 $10,000,000.00 $1,837,021.23 $8,162,978.77
12/31/04 $18,080,181.67 $10,000,000.00 $1,265,612.72 $8,734,387.28
12/31/05 $ 9,345,794.39 $10,000,000.00 $ 654,205.61 $9,345,794.39

(C) Because the amount A recognized in theén 2003, $1,100,000 in 2004, and $1,200,000 iryears of the lease. The transaction is an obligation-
year before the obligation-shifting transaction2005. shifting transaction because S is an assuming party
equals the amount A would have recognized under (B) On December 31, 2001, Y sells to F theand Y has already received amounts allocable to
the constant rental accrual method, A's adjustmertight to receive all rents from Z for 2002 through periods after the transaction (Y sold to F the right
to income on the consummation of the obligation2005. F pays Y $3,146,345.27. Y includes thelo receive rent payments under the YZ lease for
shifting transaction is $0. $3,146,345.27 as ordinary income. 2002 through 2005).

(D) At the time of the obligation-shifting trans-  (C) On January 1, 2002, Y contributes to S (i) RecharacterizationAs of January 1, 2002,
action, the principal balance of the section 7701(lfash of $2,500,000, Y’s rights and obligationsthe transaction is recharacterized as follows:
rent-leveling loan equals $0. Furthermore, becaus'énqer ‘the lease with X, a_nd Ys rights and (A)_Unde_‘r the constant rental accrual meth_od
the amounts A actually receives each year after th bligations under the lease with Z in exchange _fodescnbed in 8§ 1.467—3(d),_ the amount accruing
obligation-shifting transaction, $10,000,000, equal preferred stock. As part of the same transactlorfor each calendar year period under the YZ Ie_ase
the amounts D is treated as paying A under th transfers cash of $7,500,000 to S in exchangs $946,396.31, based on the $800,000 Y received

h for S common stock. After the transaction, Y andfrom Z on December 31, 2001, and the
section 7701(l) note, $10,000,000, the balance g5 o, 100 percent of the stock of S. Assume th&3,146,345.27 Y received from F on December 31,
the section 7701()) rent-leveling loan equals $0 fofansaction meets all of the requirements of sectioB001. S is treated as acquiring the right to receive
all periods after the obligation-shifting transaction.3s1. s and P are members of the same consolihe amounts allocable to the four periods after the
Thus, A has no interest income or expense arisingated group as defined in § 1.1502-1(h). Onbligation-shifting transaction. Thus, S must rec-
from the section 7701(]) rent-leveling loan. hundred ten percent of the applicable Federal rategnize $946,396.31 of rental income for each of

Example 2. Rents already received; section 35based on annual compounding is 10 percent. the four periods following the obligation-shifting
transfer—(i) Facts. (A) On January 1, 2001, X (i) Obligation-shifting transactionZ is a prop- transaction.
leases property to Y for a seven-year period. Therty user because Z has the right to use the (B) The principal balance of the section 7701(l)
XY lease provides for rent of $900,000 per yearproperty under the YZ lease. Y is a propertynote equals $2,999,948.96, with a yield equal to
payable annually on December 31. Also on Januprovider because Y is obligated to make thelO percent based on annual compounding. As part
ary 1, 2001, Y leases the property to Z for aproperty available to Z. S is an assuming partyof the obligation-shifting transaction, S is treated
five-year period. The YZ lease provides for rentbecause in the January 1, 2002, transaction, & having given Y the section 7701(I) note as
payable on December 31 of each year as followsassumes Y’'s obligations under the YZ lease tadditional consideration. The amount of the sec-
$800,000 in 2001, $900,000 in 2002, $1,000,00@nake the property available for the remaining fouttion 7701(I) note is treated as “other property”
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transferred from S to Y in the section 351note payments to Y. Y has interest income on theection 7701(l) note. S and Y account for the

exchange. S is treated as making section 7701(§ection 7701(l) note. S has interest expense on theection 7701(l) note as follows:

Section 7701(l) note

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 $2,999,948.96 $946,396.31 $299,994.90 $646,401.41
12/31/03 $2,353,547.55 $946,396.31 $235,354.75 $711,041.56
12/31/04 $1,642,505.99 $946,396.31 $164,250.60 $782,145.71
12/31/05 $ 860,360.28 $946,396.31 $ 86,036.03 $860,360.28

(C) At the time of the obligation-shifting trans- $2,999,948.96. Thus, in computing its income oraction, the principal balance of the section 7701(l)
action, the principal balance of the section 467%he consummation of the obligation-shifting trans-rent-leveling loan equals negative $2,999,948.96.
loan that would have existed if Y had reported allaction, Y must take into account an expense equat must account for the section 7701(l) rent-
items of income and expense by applying thdo $2,999,948.96. leveling loan as follows:
constant rental accrual method equals negative (D) At the time of the obligation-shifting trans-

Section 7701(l) rent-leveling loan

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 ($2,999,948.96) ($946,396.31) ($299,994.90) ($646,401.41)
12/31/03 ($2,353,547.55) ($946,396.31) ($235,354.75) ($711,041.56)
12/31/04 ($1,642,505.99) ($946,396.31) ($164,250.60) ($782,145.71)
12/31/05 ($ 860,360.28) ($946,396.31) ($ 86,036.03) ($860,360.28)

Example 3. Rents already received; sale of a (ii) Obligation-shifting transactionX is a prop- for each calendar year period under the lease is
partnership interest-(i) Facts. (A) On January 1, erty user because X has the right to use th&946,396.31, based on the $800,000 PRS received
2001, A, B, and C form partnership PRS byproperty under the lease with PRS. A is a propertfrom X and the $3,146,345.27 PRS received from
contributing $3,600,000, $396,000, and $4,000provider as to its share of the partnershipsk. As share of the amount payable in each
respectively, for proportionate interests (90.0 perppligations under the lease to make the propertgalendar year period under the lease is
cent, 9.9 percent, and 0.1 percent, respectively) igyailable to X. D is an assuming party because [$851,756.68 (90 percent of $946,396.31). D is
the capital and profits of PRS. On the same day,cquires A's partnership interest subject to Astreated as acquiring the right to As 90 percent
PRS purchases property for $4'000.'000 and Ieasgﬁare of the partnership’s obligations under theshare of the amounts allocable to the four periods
the pcriopefrty to X for ablflve-yeDar perlgd. g?e lleas ease with X to make the property available forafter the obligation-shifting transaction. Thus, D
p;c;\:' :SS fglrlc:\?vg %agyoaé) (;EO(C)min z%%ml 2'900 80861;; e remaining four years of the agreement. Thenust recognize $851,756.68 of rental income for
)2/0027 $1,000,060 in ’20037 $1,100:OOO ir’1 2004transaction _is an obligation-shifting transactionea_ch of the fou_r periods following the obligation-
and $1,200,000 in 2005, because D is an assuming party and A has alreadhifting transaction.

(B) On December 31, 2001, PRS sells to F thd€ceived income allocable to periods after the (B) The principal balance of the section 7701(])
right to receive all rents from X for 2002 through transaction (A received allocations of income frompote equals $2,699,954.06, with a yield equal to
2005. F pays PRS $3,146,345.27. PRS treats tfige sale of the right to receive rents under the|g percent based on annual compounding. As part
$3,146,345.27 as ordinary income allocatedease in 2002 through 2005). Thus, D is treated agf the obligation-shifting transaction, D is treated
$2,831,710.74 to A, $311,488.18 to B, andassuming 90 percent of the partnership’s obligags having given A the section 7701(l) note as
$3,146.35 to C. One hundred ten percent of th&éions under the lease. additional consideration. D is treated as making
applicable Federal rate based on annual com- (jij RecharacterizationAs of January 1, 2002, section 7701(l) note payments to A. A has interest
pounding is 10 percent. the transaction is recharacterized as follows: income on the section 7701(l) note. D has interest

(©) Immediately following the sale of the rents, (A) Under the constant rental accrual methocexpense on the section 7701(l) note. A and D

A sells its entire partnership interest to D based on ) - ) nt for th ion 7701() n foll .
the fair market value of 90 percent of PRssdescribed in § 1.467-3(d), the amount accruingiccount for the section 7701() note as follows:

assets. PRS does not have an election in effect
under section 754.

Section 7701(l) note

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 $2,699,954.06 $851,756.68 $269,995.41 $581,761.27
12/31/03 $2,118,192.79 $851,756.68 $211,819.28 $639,937.40
12/31/04 $1,478,255.39 $851,756.68 $147,825.54 $703,931.14
12/31/05 $ 774,324.25 $851,756.68 $ 77,432.42 $774,324.26

(C) At the time of the obligation-shifting trans- $2,999,948.96. Thus, in computing its income ortransaction, the principal balance of the section
action, the principal balance of the section 467%he consummation of the obligation-shifting trans-7701(l) rent-leveling loan equals negative
loan that would have existed if PRS had reportecction, A must take into account an expense equal2,699,954.06. A must account for the section
all items of income and expense by applying théo $2,699,954.06 (90 percent of $2,999,948.96)7701(|) rent-leveling loan as follows:
constant rental accrual method equals negative (D) At the time of the obligation shifting
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Section 7701(l) rent-leveling loan

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 (%$2,699,954.06) ($851,756.68) ($269,995.41) ($581,761.27)
12/31/03 ($2,118,192.79) ($851,756.68) ($211,819.28) ($639,937.40)
12/31/04 ($1,478,255.39) ($851,756.68) ($147,825.54) ($703,931.14)
12/31/05 ($ 774,324.25) ($851,756.68) ($ 77,432.42) ($774,324.26)

Example 4. Exception where aggregate amountfbased on a discount rate of 10 percent). The faREG-249819-96
retained or already received are less than or equalmarket value of the property subject to the lease
to $100,000; section 351 transfer(i) Facts.(A) and transferred to B, reflecting A's retention of the AGENCY: Internal Revenue Service
On January 1, 2001, A leases property to B for &ight to the remaining three rent payments, i§IRS), Treasury.
five-year period. The lease provides for rent ofg] 513 148.01. Assume that the transaction meets
ﬁ]léo?g;r?gai;%r ?gg}yy%r;drjizst’ggoIggsfahes:r(;th i‘;&ll of the requirements of section 351. AssumeACTION: Notice of proposed rulemak-
: hat A and C did not enter into the transaction; i i i
payable annually on December 31. (\iﬁith a principal purpose of substantially reducingIng and notice of public hearing.

(B) On January 1, 2002, A transfers the lease . A . . .
property along with the right to receive rent e present value of their aggregate tax liabilitiesSUMMARY: This document contains

payments for 2002 through 2005 to D in exchange (i) Obligation-shifting transactionA is a prop- ~ proposed regulations relating to the re-
for D preferred stock. As part of the same®rty provider because it is obligated to makeceipt, as part of a reorganization, of
transaction, C transfers $1,000,000 to D in exjproperty available to B on account of a lease ofights to acquire stock of a corporation
change for D common stock. After the transactiongimilar agreement. B is a property user because | ; P .

A and C own 100 percent of the stock of D.has the right to use property under its lease Witf?ﬂat IS a ?art)l/ to the rgdorganlz?tlon. ']l:hIS
Assume that the transaction meets all of theéA. C is an assuming party because, in the Janualgocqmen _aSO provides no '_Ce or a
requirements of section 351. C and D are memi, 2003, transaction, it acquires the properyPUDIIC hearing on these regulations.

bers of the same consolidated group as describelibject to A's obligation to make the property . .

in § 1.1502-1(h). Assume that A, C, and D didavailable to B for the remaining three years of the? AT ES: Written comments must be re-

not enter into the transaction with a principaljease. The transaction between A and C is ag€ived by March 23, 1997. Requests to
purpose of substantially reducing the present valugp|igation-shifting transaction because C is arappear and outlines of topics to be
of their aggregate tax liabilities. One hundred terhssuming party and A retains the right to receivadiscussed at the public hearing sched-

percent of the applicable Federal rate based o £ B all I : h
annual compounding is 7 percent. Bmounts from B allocable to periods after theyled for March 25, 1997, must be

(i) Obligation-shifting transactionA is a prop- transaction. _ received by March 4, 1997.
erty provider because it is obligated to make (i) Availability of exceptionEven though the L
property available to B on account of a lease off@nsaction between A and C is an obligation-ADDRESSES: Send submissions to:
similar agreement. B is a property user because §hifting transaction, it is not recharacterized undeCC:DOM:CORP:R [REG-249819-96],
has the right to use property under its lease witfihis section. The fair market value of the Ieasec}oom 5228, Internal Revenue Service,

A. D is an assuming party because, in the Januarfoperty equals $4,'000,000. The fair market valu . . ;
1, 2002, transaction, it acquires the propert)Pf the property subject to the lease and transferret OB 7604, Ben Franklin Station, Wash

subject to A's obligation to make the propertyt© B is $1,513,148.01, and the fair market value olng'[OI’_l, _DC 20044. In the al'gernative,
available to B for the remaining term of the leasethe rents retained is $2,486,851.99. The aggregatubmissions may be hand delivered be-
The transaction between A and D is an obligationfa'r market value of all of the property transferred,nveen the hours of 8 a.m. and 5 p.m. to:
shifting transaction because D is an assumin§xcluding Class I assets, Class Il assets, and de C:DOM:CORP:R [REG-249819-96],

arty and A retains the right to receive amountdSsued by the property provider, as part of the -
FromyB allocable to periodgs after the transactionS@me transaction is $43,000,000 ($4,000,006-0urier's Desk, Internal Revenue Ser-

(iii) Availability of exception.Even though the €ased property plus $39,000,000 other propertwice, 1111 Constitution Avenue NW,
transaction between A and D is an obligation-,eXdUd'”g Class | assets, Class Il assets, and deWashington, DC, or, electronically, via
shifting transaction, it is not recharacterized undefSSued by the property provider). Because thepo |Rg |nternet site at: http://

this section. As of the date of the transaction, A/alue of the leased property, $4,000,000, is les ;
has already received $1,000,000. Under the corif@n 10 percent of $43,000,000, the transaction Wwww.irs.ustreas.gov/prod/tax_regs/

stant rental accrual method described in § 1.467€Xcepted from recharacterization under paragrapgomments.html.
3(d), the constant rental amount accruing for eacke)(1)(iii) of this section. The public hearing will be held in the

calendar year during the lease is $903,491.90. The . . . Commissioner’s Conference Room,
aggregate amount that has already been received_(n) EffeCUYG _date-Th_|S section ap- room 3313. 1111 Constitution Avenue
by A but that is allocable to periods after theplies to obligation-shifting transactlonsNW Washin’gton DC

obligation-shifting transaction is $1,000,000 minusany significant element of which was

$903,491.90, or $96,508.10. Because this amou :
is less than $100.000. the transaction is eXcepte’?éntered into or undertaken on or aftetFOR FURTHER INFORMATION

from recharacterization under paragraph (c)(1)ifPctober 13, 1995. CONTACT: Concerning the proposed
of this section. regulations, Michael J. Danbury, (202)
Example 5. Exception where fair market value Margaret Milner Richardson, 622—7750; concerning submissions and

of leased property is less than 10 percent of value  commissioner of Internal Revenuethe public hearing, Evangelista Lee at

of all property transferred; incorporation of exist- 202) 622—7190

. . : — not toll-free numbers).

2\1? busmes&(l)tFe:ctE (fA) Orfl_ January 1, ZdOOTlr'] (Filed by the Office of the Federal Register on( ) ( )
eases property to 5 Tor a nive-year period. 1hepecember 26, 1996, 8:45 a.m., and published i .

lease provides for rent of $1,000,000 per yearhe jssue of the Federal Register for December 27, UPPLEMENTARY INFORMATION:

payable annually on December 31. 1996, 61 F.R. 68175)

(B) On January 1, 2003, the fair market value Background
of the leased property is $4,000,000. On that date,
A transfers the property, together with $3,000,000 A. General information
of_ Class I_and Class Il assets and other property|otice of proposed Rulemaking
exchange for all of the common stock of C. A amendments to the Income Tax Requla-
retains the right to receive the remaining three renh . . . . . g
payments from B. The fair market value of theR€0rganizations; Receipt of tions (26 CFR part 1) under sections
rent payments retained by A is $2,486,851.965ecurities 354, 355, and 356 of the Internal Rev-
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enue Code of 1986 (Code), relating tgredecessor to section 354 of the CodeB. Consequences upon receipt of stock

exchanges of stock and securities itCompare Helvering v. Southwest Con-rights

certain reorganizations. In particular, thesolidated Corp. 315 U.S. 194 (1942), )

proposed regulations address the receiptith Raymond v. Commissioner37 For purposes of sections 354, 355 and

as part of a reorganization, of rights tog T.A. 423 (1938). 356, the proposed regulations treat rights

acquire stock of a corporation that is @ gjnce 1955. courts have avoided Cont_o.ac'quwe stock as securities having no

party to the reorganization. cluding whetﬁer stock rights or StOCkprlnC|paI amount. As a result, a taxpayer
Section 354 generally provides for the, i ants constitute “securities” for pur-

will not be required to recognize any
nonrecognition of gain or loss from the oses of sections 354 and 355. See. e ain under section 356 upon the receipt
exchange of stock or securities in aE : e

: . “Carlberg v. United State281 F.2d 507, f a stock right. This will generally be
corporation that is a party to a reorganizg 3 (8th Cir. 1960);Bateman V. the case regardless of whether the tax-

zation for stock or securir:ies in the SaM& ommissioner40 T.C. 408 (1963)Es- Paver surrenders stock, stock rights, or
corporation or in another corporation .. ¢ gpjth v, Commissiones3 T.C. debt securities.
that is a party to the reorganization.,,, (1975)
Gain realized on an exchange of securi- ' C. Effect on other authorities
ties is not recognized provided that th
principal amount of the securities re-eC' Reasons for Change The proposed rules apply only for the
ceived does not exceed the principal A purpose of the reorganization provi-purpose of determining the amount of
amount of any securities surrenderedjons of the Code is to defer the recoggain to be recognized in connection with
pursuant to the plan of reorganizationnjtion of gain and loss in certain read-exchanges occurring pursuant to transac-
Section 355 provides for the nonrecjustments of corporate structuretions otherwise qualifying under section
ognition of gain or loss upon a distribu-Generally, the Code extends nonrecogn868 or 355. They do not address issues
tion by a corporation with respect to itstion to an exchange of stock whichconcerning the qualification of a trans-
stock of stock in a controlled corpora-effects only a readjustment of continu-action under section 368 or 355. For
tion, or an exchange of securities in dng interest in modified corporate form.example, the proposed rules do not
controlled corporation for its securities.Although a right to acquire stock is notpermit rights to acquire stock to be
As in the case of a transaction describedtock, the IRS and Treasury believe thagaken into account in determining conti-
in section 354, gain realized on ant may generally represent a form ofyyity of shareholder interest. S@outh-
exch_ange of securities is not recognlzedwestmgnt in the. cap!tal structure of ,thQ/vest Consolidated Corp(stock options
provided that the principal amount ofcorporation that justifies nonrecognitiong e ot stock)
the securities received does not exceemleatment as a security under sections '
the principal amount of the securities354 and 355. Other provisions of the The proposed rglgs have no e.ﬁe‘” on
surrendered pursuant to the plan oCode expressly acknowledge the rol@ther Code provisions goveming the
reorganization. that stock rights play in the capitallré@tment of stock options or similar
Section 356 provides rules for recogstructure of a corporation. See, e.g.Nt€rests for other purposes. Thus, for
nition of gain, but not loss, if a share-sections 317 and 1032. Accordingly, theexample, the treatme_m of an mstrume_nt
holder or security holder receivesproposed regulations provide that fotnder these rules is not relevant in
nonqualifying property (i.e., boot) aspurposes of sections 354 and 355 thdetermining whether the holder of the
well as qualifying property in a transac-term securities includes “rights to ac-instrument is treated as holding stock of
tion to which section 354 or 355 would quire stock” issued by a corporation thatthe issuer for various purposes. See,

otherwise apply. In particular, realizedis a party to a reorganization. e.g., sections 318(a)(4), 382(k)(6), and
gain is recognized in an amount not in 1504(a)(5). Similarly, an instrument
excess of the fair market value of theExplanation of Provisions treated as a stock right under these rules
excess principal amount of the securities may be subject to special rules under
received over the principal amount ofA. Scope of proposed rules other provisions of the Code or regula-

any securities surrendered as part of the

SUITE dions relating to compensation related
plan of reorganization.

The proposed regulations treat right tock options. See, e.g., sections 83 and

to acquire stock issued by a corporatio .

: A 21-424 and the regulations thereunder.
B. Existing regulations that Is a party to a reorganization ®XNor is an inferencegintended as to the
securities of the corporation. For this y

Existing regulations under sectionspurpose, the term “rights to acquirel’®@tment of an exchange, substitution,
354 and 355 provide that stock rightsstock” of an issuing corporation has theO" assumption of such options under
and stock warrants are not included irsame meaning as the term has in se&urrent law.
the term “stock or securities.” Prior to tions 305(d)(1) and 317(a). It does not )
the promulgation of these regulations irinclude rights exercisable against perD. Proposed effective dates
1955, the treatment of such instrumentsons other than the issuer of the stock, .
was unclear. Although the Supremeor rights that relate to property other The pro_posed regulatlong_change a
Court had held that stock warrants ddhan stock of the issuer of the rights. Adong-standing regulatory position. To af-
not constitute “stock” for purposes of under current law, a conversion privilegdOrd taxpayers the opportunity to plan
determining whether a transaction is aontained in a stock or debt instrumenfor the change, these regulations are
reorganization, the Board of Tax Ap-generally will not be considered a sepaProposed to be effective 60 days after
peals had held that stock warrants didate property right received as part othe Treasury decision adopting these
constitute “securities” for purposes of the reorganization. See Rev. Rul. 69+ules as final regulations is filed with
section 112(b)(3) of the 1932 Act (a265 (1969-1 C.B. 109). the Office of the Federal Register.
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E. Comments regarding need for furtherCommissioner’s Conference Room§ 1.355-1 Distribution of stock and se-
guidance room 3313. Because of access restriccurities of a controlled corporation.
jons, visitors will not be admitted be- xxxx %
mment re r ' o i
Co ents are requested as tgond the Internal Revenue Building (c) Stock rights.For purposes of sec-

whether additional guidance is neede ; : LA
with respect to the scope of these reg obby more than 15 minutes before theion 355, the termsecurities includes

. earing starts. rights to acquire the stock of the distrib-
Ir?tlr%r;s toangc tSi?e gsetgglial Ft(;fag;]:r?]t |g The rules of 26 CFR 601.601(a)(3)uting corporation or the controlled cor-
9 4 . P ‘apply to the hearing. poration (theissuing corporatiop For

comments are invited with respect to: ; ) . .
the need for additional guidance or Fersons who wish to present orapurposes of this section and section

comments at the hearing must submit ag56(d)(2)(B), a right to acquire stock

special rules to address transactions in=" . ; ) _ .
volving exchanges, substitutions, or as(-)Utllne of the topics to be discussed byhas no principal amount. This paragraph

- - arch 4, 1997. (c) applies to distributions occurring on
zg?opr:;qntshgf ggg?igggiﬁt'g? ;ilgttii?] Sst,g(éMA period of 10 minutes will be allot- or after the day that is 60 days after the
’ : -~ ted to each person for making com-Treasury decision adopting these regula-
to the transfer of a right to acquire . ha A ! .
. . . L~ ments. tions is filed with theFederal Register.
common stock if the right is received A da showing th heduli f Par 4. Secti 1356-3 i ded
tax-free pursuant to section 305 or 354 n agenda showing the scheduling of Par 4. Section 1.356-3 is amende

whether section 302 should apply to thé'® SPeakers will be prepared after thiy: o -
cash settlement or repurchase ofastocq(eadllne for receiving outlines has 1. Redesignating existing paragraph

g - passed. Copies of the agenda will béb) as paragraph (c).
ggh:],a(/?;; X;un:giisbe%trtﬁztlggoéhkepr;?gzr&vaiIable free of charge at the hearing. 2. Adding a new paragraph (b) to

to the terms of the right and the issuet, read as follows:
as having then redeemed that stock for
cash; and any other administrative guid- The principal author of these regula-
ance which may be helpful in light of tions is David B. Friedel, formerly of L. .
these proposed rules, including suggeshe Office of Assistant Chief Counsel b) E f thi i

tions as to existing revenue rulings orCorporate). However, other personnel. (b) For purposes of this section, a
revenue procedures that should be modfrom the IRS and Treasury Departmen{Ight to acquire stock of the issuing

fied, reconsidered, or revoked. Note thaparticipated in their development. corporation is treated as a security with
no principal amount. Thus, such right is

rafting Information
§ 1.356-3 Rules for treatment of secu-
rities as “other property”.

comments outside of the scope of these % x % % not other propertywhen received in a
regu_latlons will be con3|dgred as sug- transaction to which section 356 applies
gestions for other future guidance. Proposed Amendments to the Regulgieqardless of whether securities are sur-
Special Analyses tions rendered in the exchange). This para-
. : . Accordingly, 26 CFR part 1 is pro- graph (b) applies to transactions occur-
It has been determined that this notice, <o 4, he amended as follows: ring on or after the day that is 60 days
of proposed rulemaking is not a signifi- after the Treasury decision adopting
cant regulatory action as_defined iNpART 1—INCOME TAXES these regulations is filed with the Fed-
Executive Order 12866. Therefore, a eral Register.

regulatory assessment is not required. It Paragraph 1. The authority citation
has also been determined that sectiofor part 1 continues to read in part as
553(b) of the Administrative Procedurefollows:

Act (5 U.S.C. chapter 5) does not apply Authority: 26 U.S.C. 7805 * * *

to these regulations. Because the regula- Par 2. Section 1.354-1 is amended by
tion does not impose a collection ofrevising paragraph (e) to read as fol{Filed by the Office of the Federal Register on
information on small entities, the Regu-lows: t?]‘éczrsf‘lf’:sz%elé’sgérgli“seggé} ?;dDzléz“nfgggzlg
latory Flexibility Act (5 U.S.C. chaptgr 1996, 61 F.R. 67508) '
6) does not apply. Pursuant to sectio 1.354-1 Exchanges of stock and se-
7805(f) of the Code, this notice of curities in certain reorganizations. _ _
proposed rulemaking will be submitted o x x x Notice of Proposed Rulemaking
to the Chief Counsel for Advocacy of (e) For purposes of section 354' théand Notice of Public Hearlng
the Small Business Administration forterm securitiesincludes rights issued b

comment on its impact on small busi-a party to the reorganization (thigsuing

* * * * *

Margaret Milner Richardson,
Commissioner of Internal Revenue.

y Continuity of Interest

ness. corporatior) to acquire its stock. For ReG-252231-96
. . purposes of this section and section )
Comments and Public Hearing 356(d)(2)(B), a right to acquire stockAGENCY: Internal Revenue Service

Before these proposed regulations arbas no principal amount. This paragrapklRS), Treasury.
aqopted. as fin.a| regulations, considerfe) applies to excha_nges occurring on ORCTION: Notice of proposed rulemak-
ation will be given to any commentsafter the day that is 60 days after the : : ;

. ; ! - . ng and notice of public hearing.
submitted timely (in the manner de-Treasury decision adopting these regula-
scribed under the ADDRESSES captionjions is filed with theFederal Register. SUMMARY: This document contains
to the IRS. All comments will be avail- Par 3. Section 1.355-1 is amended bproposed regulations providing that the
able for public inspection and copying.removing the last sentence of paragrapbontinuity of shareholder interest re-

A public hearing is scheduled for(b) and adding paragraph (c) to read agquirement for corporate reorganizations
March 25, 1997, at 10 a.m., in thefollows: is satisfied if the acquiring corporation
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furnishes consideration which representBackground guidance to clarify existing law and
a proprietary interest in the affairs of the reduce uncertainty in applying COSI
acquiring corporation and such consider-CTge '”te”.‘g' Revenuel Code of 1.?.8 rinciples in  the context of
ation represents a substantial part of th&ec;tri)erﬁrcf)(\)/: rz%rggﬂgr;ioﬂznsrezzﬁgéﬁ ostreorganization sales. See New York
value of the stock or properties trans- : , g b State Bar Association Tax Section,
. i described in section 368 of the Codepgt izati Continuity of Inter-
ferred. Dispositions of stock of the ac-| itoral compliance with the statutory ostreorganization Lontnuity ot Inter
quiring corporation by a former target est, reprinted in 73 Tax Notes 481

>~ requirements is not sufficient for non-1996): Committee on Taxation of Cor-
shareholder generally are not taken 'm?ecognition. For example, to qualify as (orati())’ns of the Association of the Bar

account in determining whether continuyegrganization the COSI requiremen f the City of New York, Postreorgan-
ity of shareholder interest has beefinyst also be satisfied. ization Transactions and Continuity of
satisfied. This document also provides the early statutory definitions of reor- Shareholder Interest, reprinted in 72 Tax
notice of a public hearing on theseganizations did not specify the type ofNotes 1401 (1996).

proposed regulations. consideration required for a transaction

C{: qualify as a reorganization. As aExplanation of Proposed Regulations

DATES: Comments must be receive ; i

by March 24, 1997. Requests to spea e:ullitt,eraaltré:\;isrﬁggcr)]no;n :yrehoar\ézn??;t?gre]d The proposed regulations provide that
and outlines of topics to be discussed alyen if the transaction resembled a saldl® COSI requirement is satisfied if the
the public hearing scheduled foryg prevent such transactions from qualicauiring corporation furnishes consider-
Wednesday, May 7, 1997 must be refying as reorganizations, the COSI re&tion in the reorganization that repre-

ceived by Wednesday, April 16, 1997.quirement was established by the courtS€NtS & proprietary interest in the affairs

. to ensure that the consideration furPf the acquiring corporation and such
ADDRESSES: Send submissions to; consideration represents a substantial

nished by the acquiring corporation rep-
CC:DOM:CORP:R (REG-252231-96).re0ented a  proprietary intoret in thdrt of the value of the stock or proper-
room 5228, Internal Revenue Service

; - ; ties transferred. Dispositions of stock of
POB 7604, Ben Franklin Station, Washﬁ]ﬁﬁlrssuoghthgoﬁg%tgmgoﬁ o:gg:z’gggt:dn dtge acquiring corporation by a former
ington, DC 20044. In the alternative,q pstantial part of the value of the stociarget shareholder generally are not
submissions may be hand delivered beg, properties transferred. Sételvering taken into account in determining
tween the hours of 8 am. and 5 p.m. tQ, Minnesota Tea C0.296 U.S. 378 whether COSI has been satisfied. How-
CC:DOM:CORP:R (REG—252231—96),(1935).Pine”as Ice & Cold Storage Co. €Ver the proposed regulations empha-
Courier's Desk, Internal Revenue Sery, Corﬁmissioner287 U.S. 462 (1933): size that all facts and circumstances
vice, 1111 Constitution Avenue NW, ~qitiand Specialty Co. v. CommissionérmUSt be considered in determining
Washington, DC. Alternatively, taxpay-gg 24 937 (2d Cir. 1932), cert. deniedVhether the acquiring corporation has in
ers may submit comments electronicall,gg | 5 599 (1933). “Re,organization substance furnished the required consid-
via the Internet by selecting the “Tax ‘eration. For example, if the acquiring

.o merger and consolidation are words in3 . o
Regs” option on the IRS Home Page, Oljicating corporate readjustments of exCcorporation or a related party (within the

by submitting comments dirgctly to _theisting interests. They all differ funda- Fneaning of section 707(b)(1) or section
IRS Internet site at http://www.irs. mentally from a sale where the vendorr®7(b) (without regard to section
ustreas.gov/prod/tax_re(‘:js/comment%orpor‘,mOn parts with its interest for267(e))) purchases the acquiring corpo-
html. The public hearing will be held in ; ; JSation stock shortly after the reorganiza-
b "cash and receives nothing more.”; .
the Auditorium, Internal Revenue B“”d'CortIand, 60 F.2d at 939 tion, all of the facts and circumstances
ing, 1111 Constitution Avenue NW, The case ';hat ave r e 1o the Coipay indicate that the transaction should
Washington, DC. € cases hat gave rise 1o e LU)e ‘vroperly recast to treat the acquiring
requirement did not involve situations 'ncorporation as furnishing cash in the
FOR FURTHER INFORMATION Which shareholders of the target corpore, anization, in which case the reorga-
CONTACT: Concerning the regulations,fation disposed of stock consideration,i;4iion \would not satisfy the COSI
Phoebe Bennett, (202) 622-7750; confom the acquiring corporation after, .. i-ement. This approach refocuses
cering submissions and the hearind}aving received it. In those cases, thg,. cog requirement on its initial pur-
Christina Vasquez, (202) 622-6808 (nof€levant inquiry was whether the acquirysse of ensuring that the acquiring cor-
toll-free numbers). ing corporation furnished the properyq oy fymishes the proper type of

type of consideration in the reorganiza.. . ,sigeration and also promotes simplic-

SUPPLEMENTARY INFORMATION: tion. Over the years, issues have arise . o .
regarding whether the COSI requiremenﬂogrlldregﬂ?:émset;?b'I'ty in applying the

This document contains proposeds satisfied if the target shareholders, as
amendments to the Income Tax Regulacontemplated at the time of the reorga i
tions (26 CFR part 1) under section 368nization, subsequently dispose of theEffeCt on Other Authorities
The proposed regulations provide thastock received from the acquiring corpo- The proposed regulations do not spe-
the continuity of shareholder interestration. Compare McDonald’s Restau- cifically address the effect on COSI of
(COSI) requirement is satisfied if therants of lllinois, Inc. v. Commissiongr dispositions of target stock before a
acquiring corporation furnishes consider688 F.2d 520 (7th Cir. 1982), rev'gtransaction potentially qualifying as a
ation which represents a proprietary inMcDonald’s of Zion v. Commissioneré reorganization. See, e.gKing Enter-
terest in the affairs of the acquiringT.C. 972 (1981), withPenrod v. Com- prises, Inc. v. United States418 F.2d
corporation and such consideration repmissioner 88 T.C. 1415 (1987). Various 511 (Ct. Cl. 1969);J.E. Seagram Corp.
resents a substantial part of the value dbar associations have asked the Treasury Commissiongr104 T.C. 75 (1995);
the stock or properties transferredDepartment and the IRS to provideSuperior Coach of Florida, Inc. v. Com-
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missioner 80 T.C. 895 (1983);Yoc Internet that are submitted timely to the (b) * * * Requisite to a reorganiza-
Heating Corp. v. Commissione6l T.C. IRS. All comments will be available for tion under the Code are a continuity of
168 (1973). The Treasury Departmenpublic inspection and copying. the business enterprise under the modi-
and IRS are studying this question and A public hearing has been scheduledied corporate form, and (except as
also the role of the COSI requirement inat 10 a.m. on Wednesday, May 7, 1997provided in section 368(a)(1)(D)) a con-
section 368(a)(1)(D) reorganizations andh the Auditorium, Internal Revenue Ser-tinuity of shareholder interest. * * * The
section 355 transactions. See § 1.355vce, 1111 Constitution Avenue NW, continuity of shareholder interest re-
2(c). The Treasury Department and IRSVashington DC. Because of access r&juirement is described in paragraph (e)
solicit comments on these issues. strictions, visitors will not be admitted ;¢ his section. The third and fifth
beyond the Internal Revenue Building
Effect on Other Documents lobby more than 15 minutes before th

. : hearing starts.
The IRS will modify or obsolete
publications as necessary to conforrré p;@etglf[fs hoefar?r?g CFR 601'601(‘3‘)(3)in the Federal Register except that
ith thi lati f th f 2 [
bublcation h theFederal Regisieraf | Persons that wish to_present oralt 2 511 PEf BREY (0 2 Terselioee
the final regulations. See, e.g., Rev S NG MUSt request tent which is (subject to customary

. . . speak by Wednesday, April 16, 1997 - o
E:gg 273675_4;3 ((112%6;_22 (é% 752628)) F_eri\éand submit an outline of the topics to bet:ondmons) binding on or before these

. ) regulations are published as final regula-
iscussed and the time to be devoted t : ; . % x
rigach topic by Wednesday, Apri 16’f?ons in the Federal Register

1997.

sentences of this paragraph apply to
Qransactions occurring after these regula-
tions are published as final regulations

IRS solicits comments as to whethe
other publications should be modified o

obsoleted. . . . s % % % %
A period of 10 minutes will be allot- (e) Continuit ¢ shareholder int
i ted to each person for making com- (€) Lonunuity or sharenolaer inter-
Proposed Effective Date ments. P 9 est—(1) General rule. The purpose of

The revisions and additions in the aAn agenda showing the scheduling ofhe continuity of shareholder interest
proposed regulations apply to transacthe speakers will be prepared after théeguirement is to prevent transactions
tions occurring after these regulationgjeadline for receiving outlines hasthat resemble sales from qualifying for
are published as final regulations in theyassed. Copies of the agenda will b&onrecognition of gain or loss available
Federal Register except that they shall ayailable free of charge at the hearingl® Corporate reorganizations. Continuity

not apply to any transactions occurring of shareholder interest requires that the
pursuant to a written agreement which i®rafting Information aqquiring corpqration furni.sh consider-
(subject to customary conditions) bind- ation representing a proprietary interest

ing on or before these regulations are 1he Principal author of these regulain the affairs of the acquiring corpora-
pUbliShed as final regu|ati0ns in the“ons is Phoebe Bennett of the Office Oftion and that such consideration repre-

Federal Register. the Assistant Chief Counsel (Corporate)sents a substantial part of the value of
IRS. However, other personnel from thehe stock or properties transferred. In
Special Analyses IRS and Treasury Department particCigetermining whether the acquiring cor-
pated in their development. poration has furnished such consider-

It has been determined that this notice ation. all facts and circumstances must
of proposed rulemaking is not a signifi-Proposed Amendments to the Regulg;q C,onsidered including any plan or

cft oy aion e e Eiors gty Eoors
ment is not required. It also has been Accordingly, 26 CFR part 1 is pro- tion or its successor corporation (or a
determined that section 553(b) of the?0sed to be amended as follows: person related to the acquiring corpora-

mined tion or its successor corporation within
Administrative Procedure Act (5 U.S.C.papT 1 INCOME TAXES the meaning of section 707(b)(1) or

chapter 5) does not apply to these . section 267(b) (without regard to section
regulations, and because the regulation Paragraph 1. The authority citationog7(e))) to redeem or acquire the con-

does not impose a collection of informa-for part 1 continues to read in part asigeration provided in the reorganiza-

tion on small entities, the Regulatoryfollows: tion. Thus, for example, if based on all
Flexibility Act (5 U.S.C. chapter 6) does  Authority: 26 U.S.C. 7805. * * * the facts and circumstances the acquir-
not apply. Pursuant to section 7805(f) of Par. 2. Section 1.368-1 is amendeshg corporation has furnished solely
the Internal Revenue Code, this noticgy: cash, the continuity of shareholder inter-

of proposed rulemaking will be submit- "1 Revising the third sentence ofest requirement is not satisfied.

ted to the Chief Counsel for Advocacyparagraph (b). (2) Triangular reorganizations. For

of the Small Business Administration for' 2 Adding two sentences between th urposes of this paragraph (e). in the
comment on its impact on small busi-fourth and fifth sentences of paragrapliase of a triangular reorganization de-

ness. (b). scribed in § 1.358-6(b), the continuity

; ; 3. Adding paragraph (e). of shareholder interest requi t will

Comments and Public Hearin e o NOl quirement wi
g The revisions and additions read age applied with reference to the stock of

Before these proposed regulations artollows: the corporation which is in control of
adopted as final regulations, consider- the acquiring corporation (in a forward

ation will be given to any written com- 3 1'3?8_1 Purpose and zcope of exCeRfiangular merger) or in control of the
ments (a signed original and eight coplion Of reorganization exchanges. merged corporation (in a reverse trian-
ies) or comments transmitted via L gular merger).
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(3) Examples. The following ex- Federal Register except that it shall Blue Springs School of Economics Inc.,
amples illustrate the application of thisnot apply to any transactions occurring Blue Springs, MO
paragraph (e): pursuant to a written agreement which i88onnie Lynn Acres Inc., Milwaukee, WI
Example 1.A owns all of the stock of T. T F(subject to customary conditions) bind-Canyon Ferry Limnological Institute
merges into P. In the merger, A receives stock of kg o or pefore these regulations are Inc., Helena, MT

havi fai ket value of $50x and cash ; ) . . AR
$§\6'£g|,{a1m2'(;i£§; iﬂg? tlﬂ]ee ?n:}ge: g‘ﬁd Sﬁrssu;publlshed as final regulations in theCardiff Giant Theater Company,

to a preexisting binding contract negotiated by AFederal Register * * * Chicago, IL

A sells all of the stock of P received by A in the e s Cates Goodfellow Housing, St. Louis,
merger to B, a party not related to P. The MO

transaction satisfies the continuity of shareholder

interest requirement because A received stock of P Margaret Milner Richardson, Cat Tables Inc." Lebanon, MO
representing a substantial part of the value of the Commissioner of Internal Revenue Change, Pontiac, IL

total consideration transferred in the acquisition. Children, Inc., Woodward, IA

Example 2. A owns 80 percent of the stock of(Filed by the Office of the Federal Register onChippewa Valley Volunteer Center Inc.,
T and none of the stock of P, which is widely December 20, 1996, 8:45 a.m., and published in Eau Claire. WI

held. T merges into P. In the merger, A receiveshe issue of the Federal Register for December Z?Ch o Ministri f Louis |
stock of P. In addition, A obtains registration rights1996, 61 F.R. 67512) ristian Ministries of St. Louis Inc,
pursuant to an agreement with P to register the P Clayton, MO
stock and sells such stock shortly after the acquisi- Christian Mission of Pignon-Pella, Pella,
tion in the open market. The transaction satisfief-oundations Status of Certain 1A
the continuity of shareholder interest requiremen i ; . . .

Example 3.A owns 80 percent of the stock oftorgamzatlcmS Clayton Historical Society, Clayton, MO
T and none of the stock of P. T merges into P. In Coast to Coast Theatre Company LTD,
the merger, A receives stock of P. In addition, AAnnouncement 97-12 Waukegan, IL

arranges with an independent investment banker to The following organizations have Community Support Systems Inc.,

hedge the risk of loss on the P stock received in . .
the merger. Neither P nor a party related to 38.I|ed to establish or have been unable Omaha, NE

enters directly or indirectly into the hedgingto maintain their status as public chari-CQZ?‘d Youth Center Inc., COZ&P" NE
transaction. The transaction satisfies the continuityies or as operating foundations. AccordCrisis Intervention Shelter Service,

of shareholder interest requirement, ingly, grantors and contributors may not, Sturgis, SD

Example 4.A owns 80 percent of the stock of . . . et ;
T and n[c)me of the stock gf P. T merges into P. Irf”‘fter this date, rely on previous ru|mgSEagIes Rest Ministries, Bloomington,

the merger, A receives stock of P but with anOf designations in the Cumulative List MN _
agreement that it will be redeemed shortly by Pof Organizations (Publication 78), or onEdina Public Schools French Immerson
PUfSélam to ”ﬂe ?gaeement 5?0”'3’ after gh‘é merg¢he presumption arising from the filing Parent Organization, Edina, MN
;gemiig“esr all of o stack of B received 2 2 "of notices under section 508(b) of theFinancial Information & Service Center
circumstances, the cash is treated as furnished tfyode. This listing doesiot indicate that Inc., Green Bay, Green Bay, WI
P in the merger, so that the merger does nothe organizations have lost their statu§resh Start Center Inc., Greenfield, WI
satisfy the continuity of shareholder interest reqs organizations described in sectioffriends of the Sugar River Inc.,
gwggeth;hd‘“’iarris“gu';sthaelIS":‘)’f“‘ih'; Ss’tsci""ohfo':g’SOl(c)(3), eligible to receive deductible Belleville, WI
received by A in the merger for cash. The result iContributions. N Fountain House-Milwaukee Inc.,
also the same if pursuant to a plan between P, its Former Public Charities The follow- Milwaukee, WI
investment banker, and A, P's investment bankejng organizations (which have beenFox Cities Marathon Inc., Appleton, WI
m’rz e?”fo‘;f Ctgsh S;?]fjk ;’go':ﬂ;etﬁee';’::ﬂé’ry ) dg(‘;;[reated as organizations that are naGifts From the Heart Milwaukee Inc.,
the stock held by the investment banker for castﬁ“vate foundations described in section Milwaukee, WI

(4) Effective date.Paragraph (e) ap- 209(2) of the Code) are now classifiedGopher Golf Booster Club Inc.,
plies to transactions occurring after®S Private foundations: Minneapolis, MN .
these regulations are published as findf\CPASCO, Chicago IL _ Homer Civic Association, Winona, MN
regulations in the Federal Register Advertising Professionals of Des Moinesken Petty Ministries, Benton, IL

except that it shall not apply to any Scholarship Foundation, Des Moines, | ake City Athletic Boosters Club Inc.,

transactions occurring pursuant to a A _ Lake City, MN
written agreement which is (subject toAmerican Dream Corporation, Des Lambda Justice Center, Minneapolis,
customary conditions) binding on or Moines, IA MN
before these regulations are published a&merican Variety Arts Foundation, Latino Sports Association of Wisconsin
final regulations in theFederal Regis-  Detroit, Ml Inc., Milwaukee, WI
ter. Americas Choice Community, Clarinda, Learning Bridges Research Organization
Par. 3. In § 1.368-2, paragraph (a) is A Inc., Clayton, MO
amended by removing the second serAm Housing, Inc., Omaha, NE Lewis University Project Upward,
tence and adding two new sentences iAssociation of Active Emergency Med Romeoville, IL
its place to read as follows: Tech of Clay, Vermillion, SD Lukas Foss Cultural Centre Inc.,
. Association of Disabled Americans Inc., Milwaukee, WI
§ 1.368-2 Definition of terms. Poplar Bluff, MO M-2 W-2 of Wisconsin Inc., Nashotah,
(@) * * * The term does not embrace Batavia Riverwalk Committee Inc., wi
the mere purchase by one corporation of Wheaton, IL Main Entrance Inc., Little Falls, MN
the properties of another corporationBelle Fourche Historical Preservation Mankato West Booster Club, North
The preceding sentence applies to trans- Inc., Belle Fourche, SD Mankato, MN
actions occurring after these regulation8lack Health Care Coalition, Kansas  Masterworks of Minneapolis Inc.,
are published as final regulations in the City, MO Minneapolis, MN
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Merrit Youth Hockey Association,
Duluth, MN

Methodist Manor of Waukegan Inc.,
Waukesha, WI

Park Rapids Activities Foundation Inc., Sind Medical Association of North

Park Rapids, MN
Phillips Tender Loving Care,
Minneapolis, MN

Midwest Hip Hop Movement, Chicago, Prevail-Psychiatric Reform Thru

IL
Minnesota Big Dads, Stillwater, MN

Education Visionary Action, Madison,

Wi

Minnesota Charitable Accounts Inc., St. Princeton Alumni Association, Inc.,

Paul, MN

Minnesota Czechoslovak Center,
Minneapolis, MN

Minnesota Leadership Foundation,
Minneapolis, MN

Princeton, MO
Project Fresh Start, Chicago, IL

America Inc., Milwaukee, WI
Society of Noise Reductionist Inc., St.
Paul, MN
South Dakota Concrete Promotion
Association, Spearfish, SD
Space West Ridge Community
Development Center, Chicago, IL
Therapeutic Recreators for Recovery,
Algonquin, IL

Property Management Resource CenterUnited for Progress Outreach

Chicago, IL
Quality Behavioral Care, Chicago, IL

Organization, Chicago, IL
U.S.S. Springfield Commissioning

Minnesota Living Center Inc., St. Paul, Racine County Clubhouse, Inc., Racine, Committee, Springfield, IL

MN
Minnesotans for Light Rail Transit
(MNLRT), Brooklyn Park, MN

Minnesota Sharp Tailed Grouse Society

Inc., Duluth, MN

Mt. Zion Child Development Center,
Milwaukee, WI

Naperville Youth Football League,
Naperville, IL

National Coalition of Black Amer Men
Inc., Milwaukee, WI

Nels Sorensen Memorial, Minneapolis,

MN

New Jerusalem Ministries Inc. Green
Bay, WI

North Star Focal Point Center for
Adolescents, Minneapolis, MN

Northstar Stair Community Land Trust,

St. Paul, MN

Opera 101 Theatre Company, St. Paul,

MN
Over and Back, Northfield, MN
Ozark Mountain Center for

Environmental Education, Alton, MO

1997-7 I.R.B.

Wi
Remedial Education Adolescents

Disadvantaged Foundation Inc., Bato

Rouge, LA

River Falls Educational Foundation Inc.

River Falls, WI

River Forest Boosters Association,
Chicago, IL

River Valley Child Center Inc., Spring
Green, WI

Running Water Historical Society,
Yankton, SD

Save Our School Inc., Streator, IL

Service Personnel Support Group,
Rochester, MN

Shepherds Foundation Inc., Union
Grove, WI

Shoreview Historical Society,
Shoreview, MN

Sian Ka An Biosphere Foundation,
Minneapolis, MN

Silk for Life Project Inc., Milwaukee,
Wi
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Whiteside County AIDS Network,
Morrison, IL
rWomen at the Court House,
Minneapolis, MN
Womens Board, Chicago, IL
'XI Lambda Educational Foundation,
Chicago, IL
Youth Enjoying Sobriety, Peoria, IL
If an organization listed above sub-
mits information that warrants the re-
newal of its classification as a public
charity or as a private operating founda-
tion, the Internal Revenue Service will
issue a ruling or determination letter
with the revised classification as to
foundation status. Grantors and contribu-
tors may thereafter rely upon such rul-
ing or determination letter as provided
in section 1.509(a)-7 of the Income Tax
Regulations. It is not the practice of the
Service to announce such revised classi-
fication of foundation status in the Inter-
nal Revenue Bulletin.




Announcement of the Disbarment, Suspension, or Consent to Voluntary
Suspension of Attorneys, Certified Public Accountants, Enrolled Agents, and
Enrolled Actuaries From Practice Before the Internal Revenue Service

Under Section 330, Title 31 of theenue Service matter from directly oraccountant, enrolled agent, or enrolled
United States Code, the Secretary of thdirectly employing, accepting assis-actuary, and date of disbarment or pe-
Treasury, after due notice and opportutance from, being employed by or sharfiod of suspension. This announcement
nity for hearing, is authorized to sus-ing fees with, any practitioner disbarredwill appear in the weekly Bulletin for
pend or disbar from practice before theor under suspension from practice befive successive weeks or as long as it is
Internal Revenue Service any persoffore the Internal Revenue Service. practicable for each attorney, certified
who has violated the rules and regula- To enable attorneys, certified publicpublic accountant, enrolled agent, or
tions governing the recognition of attor-accountants, enrolled agents, and erenrolled actuary so suspended or dis-
neys, certified public accountants, enfolled actuaries to identify such dis-barred and will be consolidated and
rolled agents or enrolled actuaries tdarred or suspended practitioners, thpublished in the Cumulative Bulletin.
practice before the Internal Revenudirector of Practice will announce in the After due notice and opportunity for
Service. Internal Revenue Bulletin the names andhearing before an administrative law

Attorneys, certified public accoun- addresses of practitioners who havéudge, the following individuals have
tants, enrolled agents, and enrolled actibeen suspended from such practice, thelreen disbarred from further practice be-
aries are prohibited in any Internal Rev-designation as attorney, certified publidore the Internal Revenue Service:

Name Address Designation Effective Date
Noske, Joan Marie Bismarck, ND CPA September 7, 1996
Dalrymple, John K. Troy, MI CPA September 26, 1996
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Definition of Terms

Revenue rulings and revenue procedureis modified because it corrects a pubmore than restate the substance of a
(hereinafter referred to as “rulings”) lished position. (Compare witamplified prior ruling, a combination of terms is
that have an effect on previous rulingsand clarified, above). used. For examplenodified and super-
use the following defined terms to de- Obsoleteddescribes a previously pub-seded describes a situation where the
scribe the effect: lished ruling that is not considered desubstance of a previously published rul-
Amplified describes a situation whereterminative with respect to future transing s being changed in part and is
no change is being made in a priomctions. This term is most commonlycontinued without change in part and it
_publlshed position, but the prior posltlpnused_ in a rylmg that lists previouslyis desired to restate the valid portion of
is being exten_ded_to apply to a varlatl_orpubllshed rulings that are obsoleteq beme previously published ruling in a new
of the fact situation set forth therein.cause of changes in law or regulaﬂonsru"ng that is self contained. In this case
Thus, if an earlier ruling held that aA ruling may also be obsoleted becaUS@ne iousl ; T T g
e . , ; previously published ruling is first
principle applied to A, and the newthe substance has been included in reg\: odified and then. as modified is su-
ruling holds that the same principle alsdations subsequently adopted. ' '
applies to B, the earlier ruling is ampli- Revoked describes situations Whereperseded. ] S .
fied. (Compare withmodified below). the position in the previously published Supplementeds used in situations in
Clarified is used in those instancesruling is not correct and the correctwhich a list, such as a list of the names
where the language in a prior ruling isposition is being stated in the newof countries, is published in a ruling and
being made clear because the languagaling. that list is expanded by adding further
has caused, or may cause, some confu- Supersededdescribes a situation hames in subsequent rulings. After the
sion. It is not used where a position in avhere the new ruling does nothing moredriginal ruling has been supplemented
prior ruling is being changed. than restate the substance and situatigi¢veral times, a new ruling may be
Distinguished describes a situation of a previously published ruling (or Published that includes the list in the
where a ruling mentions a previouslyrulings). Thus, the term is used tooriginal ruling and the additions, and
published ruling and points out an estepublish under the 1986 Code andupersedes all prior rulings in the series.
sential difference between them. regulations the same position published Suspendeds used in rare situations to
Modified is used where the substancainder the 1939 Code and regulationsshow that the previous published rulings
of a previously published position isThe term is also used when it is desiredvill not be applied pending some future
being changed. Thus, if a prior rulingto republish in a single ruling a series ofaction such as the issuance of new or
held that a principle applied to A but notsituations, names, etc., that were previamended regulations, the outcome of
to B, and the new ruling holds that itously published over a period of time incases in litigation, or the outcome of a
applies to both A and B, the prior ruling separate rulings. If the new ruling doesService study.

Abbreviations E.O—Executive Order. PHC—Personal Holding Company.

. o ) ER—Employer. PO—Possession of the U.S.
The following abbreviations in current use and

formerly used will appear in material published in ERISA—Employee Retirement Income Security Act. PR—Partner.

the Bulletin. EX—Executor. PRS—Partnership.

A—Individual. F—Fiduciary. PTE—Prohibited Transaction Exemption.
Acg—Acquiescence. FC—Foreign Country. Pub. L—Public Law.

B—Individual. FICA—Federal Insurance Contribution Act. REIT—Real Estate Investment Trust.
BE—Beneficiary. FISG—Foreign International Sales Company. Rev. Proc—Revenue Procedure.
BK—Bank. FPH—Foreign Personal Holding Company. Rev. Ruk—Revenue Ruling.
B.T.A—Board of Tax Appeals. F.R—Federal Register. S—Subsidiary.

C —Individual. FUTA—Federal Unemployment Tax Act. S.P.R—Statements of Procedural Rules.
C.B—Cumulative Bulletin. FX—Foreign Corporation. Stat—Statutes at Large.

CFR—Code of Federal Regulations. G.C.M—Chief Counsel's Memorandum. T—Target Corporation.

Cl—City. GE—Grantee. T.C—Tax Court.

COOPR—Cooperative. GP—General Partner. T.D—Treasury Decision.
Ct.D—Court Decision. GR—Grantor. TFE—Transferee.

CY—County. IC—Insurance Company. TFR—Transferor.

D—Decedent. |.R.B—Internal Revenue Bulletin. T..LR—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.

DE—Donee. LP—Limited Partner. TR—Trust.

Del. Order—Delegation Order. LR—Lessor. TT—Trustee.

DISG—Domestic International Sales Corporation.M—Minor. U.S.C—United States Code.
DR—Donor. Nonacg—Nonacquiescence. X—Corporation.

E—Estate. O—Organization. Y—Corporation.

EE—Employee. P—Parent Corporation. Z—Corporation.
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